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CHAPTER I 
INTRODUCTION 


Since the end of World War 11, leasing, as a means 
of acquiring the right to use an item, has become an 
increasingly popular alternative to owning assets. Where 
once pride of ownership was a highly dominant force in 
limiting the assets available to businesses to those that 
could be financed through either debt or equity capital, 
the popularity and presumed advantages of leasing over owning 
have significantly reduced this force and created a whole 
new method of financing. Although leasing itself is cer- 
tainly not new and has its roots in antiquity, the widespread 
availability of leasing as a means of acquiring the use of 
acels iS a development oi the postwar years.“ Today; 
leasing iS an entire industry itself. One commonly thinks 
of a lease as a short-term agreement to pay rent for the use 
of an asset. However, equally as common is the long-term 
tease, often without cancellation rights, written to cover 
the entire depreciable life of an asset. The aircraft 
Donald C. Cook, "The Case Against Capitalizing 
conto PENTeardt busto ss Review, January-Bebzuery,. 00% 


ar R. Gant, "Illusion in Lease Financing," 
Harvard Business Review, March-April, 1959, p. 121. 


i 
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Tae eey ao been aus Le prominent as a participant in such 
long-term lease agreements. With the advent of the commer- 
cial jetliner in the late 1950's, buying the aircraft and 
leasing the jet engines was a common financing arrangement. 
As the number of airlines grew, particularly those in the 
commercial charter-type operations, it was common to lease 
the entire aircraft. Another industry which has been a 
PEoNamenL COntribütor vo leasing has been that of computers, 
and, more recently, copying machines. Leasing, on a short- 
term cancellable basis has brought computer and copying 
services to many businesses that would not have been able 
to procure them if forced to purchase the machines through 
their capital budgets. 

IS te xpandine market ot leasing, there grew 
easing companies and specialists; dummy corporations were 
formed to purchase assets with trust and pension funds, and 
in turn lease these assets to the parent company. The types 
of leases available and the forms that they took became as 
Teer S sole eM emh sot tems which could be a But 
also with this growth came new problems--how to treat leases 
in financial statements, and how to account for leases in 
accordance with generally accepted accounting principles. 
Should a leased item be considered an asset of the business 
and be shown as such on balance sheets? Should the lease 
itself be considered a liability the same as long-term or 


short-term debte? These are questions@ehat have been asked 
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with increasing frequency over the last twenty years; yet 
there iS no Single answer, no well-defined set of standards 
to follow. The accounting profession has made efforts to 
resolve the issue, but it has not fully succeeded. In an 
attempt to clarify Principle A-8 and Chapter 14 of Account- 
ae search buletin No THA, which deal with disclosure. of 
eases in financial statements, the American Institute of 
Certified Public Accountants (AICPA) engaged John H. Myers 
to conduct a study of leases and to make recommendations to 
the Accounting Principles Board (APB) regarding how leases 
should be reported in financial statements. Following 
eompLellom Orelivers study, the APBPissued Opinion No. oF 
COR Nad a aeRO Jec tive Clari ying the issue So thaw 
ardo voUa Set and that hencerorth leases woulda be 
reported in a consistent manner in all lessees” financial 
er mente, In 1966, two years later; Opinion No. / was 
issued to cover reporting of leases by lessors. Unfortu- 
nately, these two Opinions did not resolve the issue. The 
subject of capitalizing leases and thus showing them as 
liability and asset entries on balance sheets was broached, 
but there remains a broad area of interpretation. As 
Peporbedsin Giemwall Street Journal: 
Depending on the terms of the agreement, account- 
ing treatments can vary sharply, and often the same 


lease is reported to stockholders one way by the 
lessor and the opposite way by the lessee. 


In fact, on the same lease, a company can report 
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one way to stockholders and another way to the 
Internal Revenue Service. 


On October 14, 1971, two committees of the APB met, 
one to study Opinion No. 5 and one to study Opinion No. 7, 
to decide whether a new interpretation or a new Opinion may 
be needed to provide a basis for consistency in financial 
reporting of leases. Prominent in these deliberations was 
the subject of capitalizing leases--when it should and 


when it Should not be done. 


Statement of the Research Question 


Certainly, the question of lease capitalization 
is one of the most controversial items of accounting today. 
Whether or not more leases should be required to be capital- 
ized is not the heart of the matter. The more basic ques- 
tion is that which forms the research question for this 
thesis: 
Should the present rules of the APB be altered 
Lo provide more specific and more stringent guidance 
in accounting for leases? 
subsidiary questions to the basic question are: 
1. What are the present rules and the interpretations 
allowed? 
2. What types of leases lend themselves to varying 
PMc m Louth lons 25 50 Che manner Imn vhichi they 


may be accounted for in financial statements? 


‘charles N. Stabler, "Accounting Rules for Lease 
Transactions May Be Tightened, Causing Woes for Firms," 
Wall Street Journal, October 14, 1971, p. 34. 
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5. What are the factors that favor capitalizing of 
leases? 

4, What factors favor allowing the individual firm 
to decide the manner in which a lease will be 
reported on financial statements? 

5. in capitalizing leases, what are the methods that 
may be used to do so? 

6. What are the tax implications of making this 
decision? 

7. If the present rules are changed to become more 


stringent, what are the resultant ramifications? 


peope Of the Study 
The attempt of this study is to bring together the 


information relating to the reporting of leases in financial 
Beevemenus Lo determine whether there is a need for further 
Marie ation or definition of the present APB rules for 
such reporting. If leases are reported in financial state- 
ments, such reporting 1S accomplished either through balance 
D Lens lssevs anad abilities, Or through explanatory 
or addendum footnotes. The basic research question concerns 
whether the reporting format to be used is currently well- 
defined. Mif the reporting 1s accomplished through balance 
Mco I Ceno. bie ease la capitalized; but the lcase is noL 
capitalized if reporting is accomplished through footnotes. 


HUS an important facet is the controversy over whether or 
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not leases should be capitalized. This controversy is 
examined, illustrating the pros and cons of lease capitali- 
zation, since tightening of the rules for accounting for 
leases presumably would require that more leases be capital- 
ized. In covering this area, many of the factors that are 
considered in the lease versus buy and lease versus borrow 
alternatives are discussed. However, this study does not, 
Pr Sse, address the guestion of leasing versus Owning; nor 
does it attempt to postulate which, under any particular 
circumstance, is preferable from either economic or other 
depects. This subject is introduced only as it is related 


to the question of the reporting of leases, 


Purpose and Utility of the Study 


Financial statements of business entities are used 
by many different persons for greatly divergent reasons. 
investors use them to evaluate the worth or future earning 
power of a firm. Lending institutions use them to evaluate 
the debt-carrying capacity of a firm interested in securing 
a loan. Auditors use them to determine whether, in fact, 
they fairly represent the firm's operations and financial 
position. Stockholders use them for evaluating the steward- 
ship in which they have placed their money to determine 
whether their investment has been worthwhile. A firm itself 
uses them to determine how well it is doing in relation to 


the past, to similar concerns, and to the economy as a whole. 
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deua, oe pera tivo e hat the rules for preparing such 
statements be stated in a manner that will produce a fair 
and complete report as well as one that is consistent with 
reports of other firms. The financial statement itself, 
mean abselugescence has little valusmto a firm; it is 

only its use in relation to statements of other firms that 
gives it value. Thus, consistency is important. The AICPA 
has made repeated attempts to clarify lease reporting 
emitersma, the most reeent beang APB Opinions: Opinions No. 5 
and Opinion Now 7s, However, the problem of consistent treat- 
ment by all firms continues. In March, 1965, shortly after 
Opinion No. > was issued, it was hypothesized that: "It is 
likely that Opinion No. > will not significantly change the 
way leases are now reported and might well serve to confuse 


1 


rather than to clarify the problem." In November, 1970, 


David F. Hawkins “an discussing possible ramifications of 
revising these two Opinions, listed the following as two 
improvements which had been suggested: 


Poand the disclosure requirenents and be more 
specific in stating what must be- disclosed 

Provide mere Specatic rules to heipspractı Lienen 
interpret -the a e recommendations of 
eDinlomaNo.s.>D, 


‘Willard J. Graham and Harold Q. Langenderfer, 
"Reporting of Leases: Comment on APB Opinion No. 5," 


Joummal of Accountaney, CXIX (March, 1965), 59. 


“David FF. Hawkins, "Objectives, Not Rules, for 
Lease Accounting," Financial Executive, XXXVIII (November, 


O 
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in October, 1971, Charles N. Stabler reported in the 
Wall Street Journal: "The trouble is that the two rules, 
which date to 1964 and 1966 respectively, are inconsistently 
interpreted in some areas and need clarification."* 

neue eds revise ese rfepaatons 1S well recognized. 
How to revise them, if in fact they are to be revised, is the 
purpose of two studies currently being undertaken by com- 
mittees of the APB. The purpose of this thesis is to identify 
the current situation and present the opposing arguments for 
the way disclosure should be handled--the cases for and 
against capitalizing leases. The utility of the study lies 
in the existence of a single document that presents both 
viewpoints, from which the reader can take his stance in the 


Controversy. 


Research Methods Utilized 

Kreeestoupreovidegsa Daci Sor research. varrens 
documents sponsored by the AICPA relating to lease account- 
ing were obtained and reviewed. Among the sources consulted 
Gereicheskebruary, 1971, publication, APB Accounting Prin: 
Gols. omer 14 of Accounting Research Bullevin Now 45. 
"Disclosure of Long-Term Leases in Financial Statements of 
Lessees"; Accounting Research Study No. 4, Reporting of 


Peas coran al jacacements; APB Opinion No. >.) Reverie 
oi leasecwia Financial Statements oí Lessees; and APB Opinion 


Istabler, "Accounting Rules May Be Tightened," p. 34. 
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Nom ACCOUNT tor améases métrinenmcial Statements of 


Lessors. 

uD coment y ar orcles in periodicals relating toO 
leases and lease accounting were sought through the Readers' 
e uO Periodical Literature, Business Periodicals Index, 
AE COMIC Supplements | Many of the articles 
themselves provided additional references on the subject 
matter. Also utilized were various books and textbooks 


dealing with leases and accounting. 


Organization of the Study 
Chop tcr wats cece nuroductiom FO Thessubseetr, posıngs 


the research questions. Also included is an explanation of 
Che purpose and utility of the study. 

An historical background of lease accounting proce- 
dures as defined by the AICPA through the APB is the main 
thrust of Chapter II. This background illustrates what 
changes have taken place and defines what present accounting 
rules require. Also, the recent rise in the use of leases 
HS discussed, and the current lease capitalization controversy 
foe inuroduceds.. 

Chapter ILI discusses types of leases differentiis 
ating between operating and financial leases. Defined is 
the type of lease involved in the capitalization controversy. 
De Cond y O chis chapter presents the case Ior leane 
capitalization. The opposite side, the case against 


capitalization is given in Chapter IV. 
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One OE against requiring leases to be 
capitalized is that agreement has not been reached on how 
it should be done from a procedural standpoint. Chapter V 
presents the alternative methods and a discussion of the 
merits and faults of each method. Also included in this 
chapter is a discussion of the tax effects of leases and 
how the taxable income of a firm can vary substantially 
depending upon how the lease is written and whether or not 
it is capitalized on the balance sheet. A third alternative 
presented 1S accounting for leases one way for financial 
statement purposes and another way for tax purposes. 

Chapter VI is the concluding chapter, which presents 
the effect of lease capitalization beyond the accounting 
Micon res mios On the Study pertaining to the 
research question. To aid the reader's continuity of 


thought, summaries are presented at the end of each chapter. 





CHAPTER IT 


HISTORICAL BACKGROUND 


Recon UlCamOlebedses by the AICPA 


Although the recognition of a lease as a business 
transaction has long been acknowledged by the American public, 
official recognition fin any detail was not made by the 
accounting profession until 1949. Jobn H. Myers, in a 
research study sponsored by the AICPA, states that this 
recognition came about as a result of the increasing use of 
the lease as a financing device. He reasons that traditionally 
the accounting treatment for leases was to recognize rental 
payments only when due or as accrued, showing no balance 
Sheet liability; thus, the use of the lease conformed to the 
rule of thumb that the lower the liabilities the better the 


iineancied condition of -the company.” 


The History of Leases in Law 
Donald C. Cook has summarized in an article in the 


Harvard Business Review the development of the lease from a 


legal standpoint.“ In relation to real property, he traces 


1 John io Livers. eneporuine wol leases an Financial 
Statements, Accounting Research Sud No. 4 (New York: 
Ámerican Institute of Certified Public Accountants, 1962), 
pel. 


“Cook, "Against Capitalizing Leases," pp. 146-49. 
ale 
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the lease to Roman law through early English law. In Roman 

law the lease was a contractual right to the use of property 
without ownership accruing to the lessee. From 1200 to 1500 
there was a change in that the lease was considered more a 
conveyance than a contractual agreement of use, and the lessee 
was recognized as having gained an interest or equity in the 
ian. 85 Setchisspoint in history, he contends, that is 

used as the basis for any claim that a lease should be regarded 
as an asset and shown aS a balance sheet item. The connection 
comes Tron tbe premise that Unless Some equity is gained in 
property being leased, there is no reason or basis upon 
which to capitalize the lease, showing it as an asset and a 
AMAN. However, 1f equity 1s built up in the leasing 
Oc e Sica chere ls qustiticación top requirins the “lease 
to be capitalized. He categorizes United States law today 

as a "synthesis of conveyance notions and contract notions," 
meaning that decisions in law used as precedents have 
interpreted leases in two ways: (1) contracts giving only 
rights of use; and, conversely, (2) the*conveyance or transfer 
CietLitle Losbbe property to the lessee. Uhe result is that 

a lease is not necessarily always one or always the other, 
but, depending upon the interpretation of the terms of the 
lease, it could be judged either way. The effect is that 


there is no singular definition of a lease.” 


Itbid., p. 147. 
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Cook relates the law of leases of personal property 
to the law of bailments, as distinguished from the law of 
Tandiord and tenant which relates to A Oi cecal preperuy. 
tae ohne history or che Jaw of baliments, the relationship 
between bailor (lessor) and bailee (lessee) has remained 
contractual and has not been subject to the duality of con- 
tract and conveyance as in law regarding real property. It 
iS this basis in law that Cook uses as a primary justifica- 
tion to support the contention that a lease is not a convey- 
mec DU FansexzeceuULory convtracbiand.. thus, should. notube 
treated as a balance sheet item reflecting an asset and a 
Rebtated liability. It 1S upon this controversy over whether 
a lease 1S a conveyance or executory contract that much of 


the argument for and against capitalizing leases is based. 


Treatment of Leases by the AICPA 


Accounting Research Bulletins 
No. 48 and No. 44 
In 1949, the accounting profession began to deal in 


substance with the treatment of leases iff financial state- 


Menus tneouch 1SSuance or Accounting Research Bulletin 
No. 48, prepared by a committee of the AICPA. The essence 


O ACSP OD C nRa tated in this bulletin is quoted berow: 


IS CT TOW a” recent years Of “the prac ulce 
of using long-term leases as a method of financing 
Nas Creemea problems of disclosure in financial 
SCALGINCIUS 6 a 

4. it has not been the usual practice for 
companies renting property to disclose in financial 
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statements either the existence of leases or the annual 
rentals thereunder. One of the effects of the long-term 
lease as a substitute for ownership and mortgage borrow- 
ing is that neither the asset nor any indebtedness in 
connection with it is shown on the balance sheet.... 


The opinion expressed by the committee in response 


vortchis problem was: 


The 


the 


(a) disclosure should be made in financial state- 
Mento Or nAn NOCES CNereto or: 

(1) the amounts of annual rentals to be paid 
under such leases with some indication of 
the periods for which they are payable, 
and 

(2) any other important obligation assumed 
a 

(b) the above information should be given not only 
in the year in which the transaction originates, but 
also as long thereafter as the amounts involved are 
material; and 

(c) in addition, in the year in which the trans- 
action originates, there should be disclosure of the 
principal details of any important sale-and-lease 
transaction. 


committee also stated: 


e ə e Where it is clearly evident that the transaction 
involved is in substance a purchase, then the "leased" 
Property seould besine ludded anong the assets of thie 
wo ee wito Suitable accounting for the corresponding 
liabilities and for the related charges in the income 
Statement. 


This initial guidance provided to accountants began 


continuing debate over how leases should be treated in 


financial statements. Although meant to be an answer to 


the growing question, this bulletin merely provided general 


guidance which was left open to wide interpretation. In 


Imyers, Report oe O Leases Disc. 
es DS, 
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effect, all that was required was some type of disclosure 
statement except when the lease amounted to a purchase. 
Then, capitalization was required. However, there was no 
real definition of what lease terms would constitute a 
purchases NANO Rec ota ng MeSearch Bulletin No. 43 was 
issued to restate, in an updated manner, all previously 
issued bulletins, numbering 1 through 42. Bulletin No. 38 


was reissued in nearly identical wording and appeared as 


Oper 1+ of Accounting Research Bulletin No. 45. 


Accounting Research 
otudy No. 

In 1962, Maurice Moonitz, director of accounting 
research of the AICPA, engaged John H. Myers, then professor 
Ot accounting at Northwestern University, to conduct a study 
of leases and recommend a set, of accounting principles for 
use in insuring adequate disclosure of leases in financial 
reports. 

Myers saw the problem as determining whether any, 
and if so what, changes were needed in accounting procedures 
in order to present full and fair disclosure of leases in 
financial reports. He resolved the problem into two ques- 
omer (1) What information should be given? (2) Should 
the property rights under lease and the obligation therefor 


1. 


be shown on the balance sheet?" in formulating this study, 


he made the following observations: 


lIpid., p. 3. 
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i. teasing has grown 10 importance and in multi- 
piaicity o@ forms. 

2. Disclosure in notes to the financial statements 
has become a matter of course on a basis equal to or, 
in a great many cases, less than the minimum recommended 
iw Che Búllecin [ARB No. 38]. 

5. ‘The financial analysts have sought more infor- 
mation than is recommended in the Bulletin. 

4. The balance-sheet presentation of leases which 
were "in substance a purchase" has been almost non- 
existent. 


Thus, from the standpoint of the lessee, Myers' primary 
conclusion was that more information regarding leases was 
needed by disclosure in financial statements in order that 
analysts and users of these statements could properly deter- 
mine the extent of obligation comparable to the manner in 
which debt obligation is determined. Although this informa- 
tion could be shown either by footnotes to the balance sheet 
FE) Ancorporacıon invo the balance sheet Iitselr, Myers 
Strengly recommended that, to the extent a lease gives rise 
GO property rights, the information should be placed directly 
on the balance sheet, and not as notes thereto.“ Mit Tie 

of lease in which the entire payment constitutes the gaining 
Bi property riehts has substantially the following provisioms: 

l. Length--The lease covers substantially the 
Emiro uselul rife of the leased property. 

2. Option at termination--The lessee may buy the 
Property at Une termination of the lease for a nominal 
price. 

4. Cancellation provisions--The contract is non- 
cancellable. 

4. Rent--The lessee pays fixed amounts (as 
distinguished from variable) sufficient to return to 


che lessor his investment in the property under lease 
Phils m return, 


lipid. “Ipid., p. 4. 
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5. Taxes, insurance, maintenance--These and other 
Similar costs are to be paid by the lessee. 


In types of leases with provisions other than the above, 
according to Myers, only a portion of the rental payment is 
for property rights. His contention is that whatever portion 
of the lease payment is payment for property rights is that 
portion which should be recognized as the acquisition of an 
asset and the incurrence of a liability. It is this asset 
and liability which should be capitalized.“ 

In discussing the method by which a lessor accounts 
for lease payments, Myers presents two possible choices of 
methods, the terms of the lease dictating the more appropri- 
ate one to use. The first is the "rental" method, by which 
the rental receipt is recognized as revenue for the period. 
Toes method Should be used for that portion of rental 
covering services to be performed by the lessor or for the 
entire rental payment when no property rights pass on to the 
lessee, as in daily or monthly leases. The second is the 
"finance" method, which involves an accounting procedure 
Similar to that used for credit sales, by which a receivable 
account is set up and an asset account for the item is 
credited fer thewiten "sold! By this method, the rental 
receipts are divided between repayment of principal and 
finanee charges. This method would be used for leases 


2 


under which the lessee does obtain property rights. 


at a 


Ibid. Ibid., p. 5. ÎTbid., p. 9. 
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In summary, from the standpoint of both the lessee 
and the lessor, when the transfer of property PishGs Occurs 
in a lease transaction, the lessee should capitalize the 
lease on his balance sheet and the lessor should move the 
asset from the “Timed "asset" category to the "receivable" 


category of his balance sheet.” 


Opinion No. 5 
Nine compte ion sead publication of Myers study, 


Unete s” considered his recommendations and his study an 
DU paton NO. 5. wwe APB, Mówever, did not wholly 
concur with his recommendations, and instead stated that "the 
distinction [of whether an asset and liability should be 
created on the balance sheet of the lessee] depends on the 
issue of whether or not the lease is in substance a purchase 
or the property weather than on the issue of whether or not 

a property right exists." The purpose ol Opinion Nom e an 
Do end and clemity Chapter 14 of Accounting Research 
Bulletin No. 43, regarding the requirements for disclosure 
and the criteria for determining when leases are in effect 
purchases. 


The following are pertinent items as quoted from 


IMAN CI 


IIbid., p. 64. 


Reeountine, Principles Board, Opinion No. 9: Reports 
ingot bea ean Financial Statements of lessee (New York: 
American Institute of Certified Public Accountants, Septen- 
ber, 1964), para. 5. Cited hereafter as Opinion No. 5. 
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keasesweovering merely the righ to use property 
- 3 dol) Creare an equity in the property and are 
thus nothame more than exeemtory contracts requiring 
continuing performance_on the part of both the lessor 
and the lessee... .t 


The rights and obligations under leases which 
Convey ma ee eaen FO Use property. without an 
tc cae cate tOo the lessee, farl 
into tne category ol pertinent information which should 
be disclosed in Sehedulles or notes rather then by 
Bee@edanne agsets and liabilities in the financial 
Salene 


The property and the related obligation should be 
included as an asset and a liability in the balance 
sheet if the terms of the lease result in the creation 
aia ET a oa the property. 2.2 - Ihe presence, 
in a noncancellable lease or in a lease cancellable 
only upon the occurrence of some remote contingency, of 
cier of the two following conditions will usually 
welts that a Tease should be considered vo be in 
substance a purchase: 

a. The initial term is materially less than the 

Seta hemon “thew Omeperuy, and cher lessee 

has the option to renew the lease for the 

Lemar ne use tute Ol the property ar sub= 

Stat vr less than the fair rental value: or 
b. The lessee has the right . . . to acquire the 

property at a price which at the inception of 

the lease appears to be substantially less than 

a Ep O0 eR alr value Toi CHE Property 20 sume 

time or tines of permitted acquisition by the 

lessee. 


Unless it is clear that no material equity in the 
property will result from the lease, the existence, 
in connection with a noncancellable lease or a lease 
Cae eap roni y Upon tae occurrence of some Tenore 
Contac ene Ol One or morroe ircunstances such as Ghose 
shown below tend to indicate that the lease arrangement 
is in substance a purchase and should be accounted for 
= suche 

a. The property was acquired by the lessor to meet 

the special needs of the lessee and will probably 


ITvpid., para. 7. 


Ibid... para. TO: 


Ibid., para. 11. 
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be useable only for that purpose and only by 
the Lessee. 

pateo rige che Lease corresponds substantially 
to the estimated useful life of the property, 
and the lessee is obligated to pay costs such 
as taxes, insurance, and maintenance, which are 
usually considered incidental to ownership. 

Ge "she lessee has guaranteed the obligations of 
bhHiewtescor wiva respect to the property leased. 

d. Uhe lessee has treated the lease as a purchase 
Mer Geax PURO Osco. 


In specifying what disclosure is required when leases 
are not capitalized but shown only through balance sheet 


POSI LS SAO NO Ses: 


The financial statements or the accompanying notes 
should disclose the minimum annual rentals under such 
leases and the period over which the outlays will be 
made. 


Rentals for the current year . . . should be dis- 
closed if they differ significantly from the minimum 
Fent oie (can. error LypesioL proper 
leased, obligations assumed or guarantees made, and 
significant provisions of lease agreements (such as 
restrictions on dividends, debt, or further leasing 
or unusual options) are examples of other Lead ou 
information which should also be disclosed. 


Opinion No. 7 

tess tian eworvyears lazer. in Way. 1966, the APB 
wosued Oprnton No. 7, which dealt wiih accounting for Teases 
Dyke seers tice Cazence ol Opinion No. 7 was to describe 
two methods for allocating rental revenue and the situation 


under which each should be used. These methods are called 


na, 


“Thid., para. 16. 
Tid. , paras 7. 
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the "financing" and the "operating"? methods. Under the 
financing method, rental is divided into interest and recovery 
of investment or principal. Only the interest portion is 
considered to be revenue. Under the operating method, the 
entire rental amount is considered to be revenue, and the 
expenses associated with this revenue are depreciation, 
maintenance costs, and any other service costs under the 

lease arrangement. 

Necomnge to OpintonÑNo. 7, the financing method is 
appropriate for "entities engaged in, perhaps among other 
things, lending money at interest--e.B., lease-finance 
COmpentes, banks, insurance companies or pension funds." 

The basic implication is that leases written by these types 
of institutions place the risk and reward of ownership on 

the lessee and the lessor expects total recovery of his 
investment as well as appropriate return on this investment.“ 

Where thesWsual risks of owWership reside with tie 
fessor, the operating method is deemed more appropriate. 
Examples given in Opinion No. 7 are the owner-operator of 
a building and an equipment lessor utilizing short-term 


leases--daily, weekly, or monthly. ? 


ar. "rental" method as presented by Myers, 
Siena, p. Ll. 


“Accounting Priicaplos Boaed wOpan tom No 7s 
Accounting for Leases in Financial Statements of Lessors 
Men vor uehmericean mimstitucve of Certified Public Accoun= 
tants, May, 1966), para. 8. Cited hereafter as Opinion No. 7. 
Ibid... para. 9. 
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Overall, it is the character of the leasing agreement 
which determines the current method of accounting for lease 
rental payments. A financing on could use the 
operating method if its lease were written as such, and non- 
imate lisiGl tublonmeecould use the financing methodeit 
their lease were of that type. <A single firm could use both 
methods if it had leases in each of these two categories. 

Parse OMA) TAO No. yediscusses a possible 
Mimenpueratvilon Ol Inconsisvency with Opinion No. > in that 
if a lessor uses the financing method, must the lessee 
capitalize the lease? The Board states that although the 
financing method may be the proper way to fairly state the 
ie-sor es ınecmeeit docs not automatically follow that 
Papa ıizıimessche lease py the lessee is the proper way to 
fairly state net income, "since the amount of the lease 
rentals may represent a proper charge to income." THIS 


SOU yonl vhent lease is not, in fact, a purchase: 


Comment on inion No. > 

ite last paragraph of Opinion No. 7 sets the Tone 
{Or the current status of the accounting treatment of leases 
as it boldly states: "There continues to be a question as 
to whether assets and the related obligations should be 
reflected in the balance sheet for leases other than those 


caa n OS cance Installment nee Opinion No. 5 


y 2 


blu. para. 10. ETAL 
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and Opinion No. Y are the last official position statements 
of the AICPA. Since their issue the controversy over lease 
capitalization has raged on, each side using those interpre- 
tations of the opinions most closely fitting their end 
(cotmeo wee. keyeobjecbaye ofsOpinion Nos 5 was to provide 
requirements for more complete disclosure of leases, but, 
according to David Hawkins, this objective was not met. He 
eres.) “he Option set Some Minimum disclosure require= 
ments, but left it up to management and the auditors to 
select the method and details of disclosure that best 
reflected the circumstances." 
In 1965, the reflections of a seminar regarding 
Opinion No. 5 were reported in the Journal of Accountancy: 
It seems that the Board is trying to emphasize 
artificial differences between leases which are pur- 
chases and those which are "true" leases, rather than 
concentrate on Similarities which arise when the 
substance of a transaction gives rise essentially to 
ail of the rights and obligations of ownership. In 
the process of emphasizing differences, the Board has 
implied that the form of the gransaction is more 
important than its substance. 
Its [Opinion No. 5] fundamental weakness is in 
its inadequate definition of the characteristics of 
a lease that make it an asset, a definition which is 
artificially narrow in scope and seemingly too dependent 
upon rules created within the framework of different 
institutional objectives. 


The AICPA and the APB have recognized the problem of 


inconsistent interpretation of these opinions and have set 


Hawkins, ODJECE veS Norr RULES A PRT lL. 


an, ‘Comment Oneepilm ler NO. 9. ADA 


Tbid., n. 4, p. 59. 
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out to rectify the situation. The two committees, mentioned 
eariler, are currently in session attempting to produce the 
answer to the question of "correct" interpretation of previous 
APB statements and elimination of the current inconsistencies 
Ot Trepomuine., Nihe overall objective seems now to be to 
publish a set of rules which are not open to wide interpreta- 
ron pub are Specifice indetail so that any given type of 
lease will be reported in the same manner and in the same 


degree of detail by all firms. 


summary and Conclusions 


Lease accounting has been the subject of a great 
amount of debate since World War II. Although the AICPA has 
Zocouctvarlous tules and positions on the Subject, theme is 
Still no consistent interpretation for the accounting of all 
types of leases in financial statements. There are essenti- 
ally two areas of controversy. The first is in regard to 
mow fully or in what detail the particulars of a lease should 
be disclosed in financial statements. The second, the area 
subject to the more intense debate, is whether certain leases 
should be capitalized on balance sheets rather than being 
carried as off-balance-sheet items, with rental shown only 
ag a current expense of the period and no liability shown Tor 
future rental commitments. The resolution of the controversy 
should provide the most objective way of fairly showing the 


a opos ction Of the firm. This would be the rear men 
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that all noncancellable future lease commitments be shown as 
DE serie BUC resolution is not that simple: The neki 
chapters will examine the various factors involved and the 
cases for and against lease capitalization. The problem of 
disclosure seems to be the more easily resolvable. Ifa 
lease is capitalized, there is full disclosure of the firm's 
liability and its total assets in use. Even thoSe opposing 
Capitalization of leases agree that footnote disclosure 
should spell out the details of the lease so that it could 
be capitalized by an analyst if he so desired. 

Leasing of assets has grown to become a major industry 
in the United States. How much of this growth is due to the 
vagaries of accounting treatment is not known, but, certainly, 
Meco Minow urealmene has been a factor. The future of leasing 
as a popular form of financing may well be dependent upon 
changes in accounting rules in the years ahead. But, what- 
ever the future effect on leasing, the accounting profession 
must look at leasing and its accounting treatment with an 
objective eye, keeping in mind that the result should be 
geared solely to fair reporting of the position of the firm, 
and examine the substance and intent of the transaction to 
determine the proper way of accounting for it and reporting 


it in financial statements. 





CHAPTER 111 


THE CASE FOR LEASE CAPITALIZATION 


pes Of eases 


leases may be categorized in different ways and by 
different terms. They may be short-term or long-tern, 
pencellable or noncancellable, and operating or financial. 
i_caprrieany Stine tion of concern to this report is that 
Eo aope ranne andi nancial leases, which implicitly 
mclude short-term versus long-term leases,as well as whether 
or not the lease is cancellable. Further, the discussion 
A ena ted primarily to financial leases, since this 
report deals with the controversy over the accounting treat- 
ment of leases and there is little controversy over the 
EOI. rec meno of an operating lease. 

Richard F. Vancil distinguishes between financial 
and operating leases by the type of commitment the lessee 
assumes. A financial lease is one in which the total 
payments exceed the cost of the item leased, the payment 
period is approximately equal to the economic life of the 
item, and the lease is noncancellable. Basically, this type 
of™iease 1S a means of acquiring the use of an item without 
purchasing it, and inherent in the lease is the surrendering 
of any residual value at the termination date. The lessee 
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Ls Commerce s tO Providing the Lessor with full recovery of 
bis investment in the property. An operating lease is any 
other type of lease; the primary distinguishing character- 
istic is its cancellability upon due notice. The operating 
lease does not involve any fixed future commitment or risk 
of ownership as does the financial lease.” 

As discussed in Chapter II, Myers classifies leases 
on the basis of whether property rights to the item are 
sained by the lessee through the making of rental payments. 
He states that these property rights are gained if, in addi- 
o the features of the financial lease, the, lessee has 
RoD oR tO Duy heomiten arthe termination ofthe lease; 
the rent is a fixed amount; and taxes, maintenance, and 
insurance are paid by the lessee. It is for this type of 
tease that he makes his case for capitalization of the full 
lease payment. For other types of leases, that portion of 
che rental which does not entail property rights is disclosed 
through footnotes to the balance sheet.“ Thus, .in general, 
operating leases would not be subject to capitalization. 
ooo miss con sideration ofelease capitalization 
to noncancellable leases, or, in Vancil's terminology, to 


2 


financial leases. 


richard F. Vancil, Leasing of Industrial Equipment 
(New York: McGraw-Hill Book Company, Inc., 1963), pp. 8-9. 

Myers, Report me o TS ase SD. le 

Opinion NS 
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Donald R. Gant has described a financial lease as 
One in wich rental payments need not be level so long as 
they return to the lessor his investment plus some rate of 
return, and the rental payment may be such that it covers 
meammvenhance, taxes, insurance, and other expenses in addition 
cor unis InVvVesumenG recovery and rate of return. 

Again referring to Chapter II, accounting rules of 
the APB distinguish between types of leases on the basis of 
how financial statement disclosure should be handled. 

This distinction is founded on material equity gained in the 
leased property and whether or not it is, in fact, a purchase. 
No oO, slyers differentiation of leases "based on 
the grounds of attainment of property rights, was rejected 

ime tavor Of a distinction based upon the fact of whether or 
not the lease created for the lessee material equity in the 
property: This was considered the determining factor for 
whether or not a lease was a purchase, and only those leases 
IOE =boe De pUrChases were required Cobe capitalized. 

Müs, It is seen that classification of leases has 
not been given consistent treatment, and the definition of 
classification depends upon what view one is supporting. 

The only points of common agreement in regard to capitali- 


zation are that operating leases do not generally fall into 
Sant, "Illusion," p. 123. 


“Henry G. Hamel, Leasing in Industry, Studies in 
Business Policy, No. 127 (New York: National Industrial 
Conference Board, 1968), p. 69. 





a? 


the realm of capitalization potential because of their 
cancellability and that financial leases that are in effect 
purchases should be capitalized. As it be shown later, a 
major consideration in leasing versus purchasing is the tax 
advantage of leasing. ‘Tax laws relative to defining which 
leases are in reality purchases are an overriding factor in 
drawing up a lease so as to avoid its being termed a purchase 
and thus rejected as a lease by the Internal Revenue Service. 
Mea ca icon broversyas tab concerning financial leases 
Mono Llave the features for classification as purchases. 
The remainder of this chapter and Chapter 1V will present the 
arguments that have been advanced both for and against 
capitalization of these leases. Inherent in any such evalu- 
deea is the discussion of some of those factors that favor 
leasing over buying or borrowing, since capitalization can 


affect the validity or strength of these factors. 


Factors Favoring Capitalization 


Reporting of leases 


Once leasing has been decided upon as the means of 
financing a particular item, the method of reporting the 
Peace) ano tal Statements USL berdesvermmeanee ne 
method could be not reporting the least at all, except by 
showing the rental accrued during the period as an expense; 
reporting the lease in a footnote to the balance sheet; or 


showing the leased item as an asset and the obligation of 
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future rental payments as a liability. The method chosen 
will depend upon the lease itself as well as the philosophy 
a ercer paises Ihe Choice of reporting method isa- major 
factor underlying the capitalization question. In 1960, 
Maurice Moonitz stated that a great deal of debt was being 
omitted from financial statements of firms that leased 
properties, because accountants were not showing leases in 
statements of financial position. His contention is that 
lease payments are definitely liabilities, and future lease 
obligations should be shown as such.” John Hennessy presents 
the same opinion by stating that footnote disclosure is an 
inadequate method of lease accounting, and that an asset and 
a liability should be shown in financial statements. He 
Further points out that the accounting method is optional 
and that: 

As long as an alternative treatment is permissive, 

most companies will de-emphasize such obligations by 

omitting them [leases] from the financial statements 

proper and confine disclosure to the footnotes. As 

senerally happens in such circumstances, the minimum 

reporting requirements set the standard. 

Although these statements were made when Accounting 
Research Bulletin No. 443 was the AICPA guideline, many of the 
Scie moberiatives dress ti li available under Opinion oe 
the current set of rules. Therefore, not only is the call 


Maurice Moonitz, "The Changing Concept of Liabili- 


fies, sloumaal of Accountancy, CiX, (May. 1960), 45. 


John L. Hennessy, "Recording of Lease Obligations 
and Related Property Rights," Journal of Accountancy, CXl 
(March, 1961), 45. 
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fimo more leases to be capitalized a Strong one, 

but equally as strong is the call for eliminating alterna- 
ros torbe method ot disclosure. Requiring capitalization 
would eliminate alternatives and make standardized reporting 


practices a necessity. 


Leases as equivalent to debt 


The primary justification for capitalizing long-term 
Homeanceliable leases is the concept of fair reporting of 
moe financial Situation of a firm. Proponents view such 
leases as equivalent to debt, which should be so reflected 
en the balance sheet. This concept leads to the first area 
of investigation, that of determining what a lease is. It 
has been advanced that where the lessee has a noncancellable 
Porta clon tO pay rent for rights to use property, he has, 
for the term of the lease, the same obligation and rights of 
Use as an owher that incurs debt to purchase the same 
Properuiysr even though the type of transaction is different. 
The only distinction between the two comes at the end of the 
léase, when the obligation of the lessee has expired. The 
ner nas viole to the residual value of the item; the lessee 
does not. At most, the lessee has only the option to purchase 
the item; he does not have title to it.” To further the con- 
tention that obligations under a lease are comparable to 


debt obligations, it has been offered that lease payments are 


I Graham, "Vonnent onZz&pınromeNo. San soo. 





22 


fixed obligations which, when due, are legally enforceable 
claims that are not junior to debt claims. Opponents of this 
view state that under bankruptcy or reorganization the maxi- 
mum claim would be limited to one and three years rent, 
respectively, whereas a mortgage lender is entitled to the 
Pimeditterence between the realizable value OL She PEOD t 
and the outstanding balance of the los Thus, the conclu- 
sion is that a lease is not equivalent to debt. The counter 
argument is that this view presumes future insolvency rather 
cranmMeshe sgoilns-Cconcern principle of accounting. Further, in 
mhe event OL reorganization, it could well be that the leased 
accel 1S vaabal to the continued operation of the business, 
and, thus, the rental obligations could take a position 
senior to debt, which would remain in default.“ 
Leonard Spacek views the practice of not recording 
leases as balance sheet items a result of historical prece- 
feo. Ia carlicr times when leases were- relatively 
Important, 1b became aecepted practice not to record then, 
and this tendency has continued in the instance that lease 


2 


obligations are significant.” Another view, favoring leases 


as debt equivalents, is that "investors in a lease financing 


transaction look more to the general credit of the company 


Iponald R. Gant, "A Critical Look at Lease Financing," 
Controller, XXIX (June, 1961), 274. 


“Ibid. 


Leonard Spacek, "Can We Define Generally Accepted 
Accounting Principles?" Journal of Accountancy, CVI (Decem- 
ber, 1953), 46, 
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for this investment security than to the value of the 
property involved." As support for this statement, Gant 
refers to such investors as banks, insurance companies, and 
pension funds which involve themselves in low-risk invest- 
ments. They will not insure mortgage loans for the full 
value of property, but will provide 100 per cent financing 
under a lease. Gant contends that they do this because they 
consider the lessee has assumed the risk of ownership and 
the entire transaction is based on the credit of the lessee, 
not the value of the leased asset to the investor. He offers 
the fact that, for leasing operations, the credit analysts 
Wee wone suandards demanded for a bond indenture for direct 
debt, which are based on the credit worthiness of the firm, 
rather than mortgage loan standards, which are based on the 
value of the property.“ In this instance, leases appear to 
be nearly identical to debt. 

The results of the above arguments are that if a 
Be rs CdWivcatenmy o debt. then it should be reported as 
such on the balance sheet, not as a footnote. If a lease is 
carried on the balance sheet as a capitalized item, it is 
Shown as an asset reflecting the right to use the property, 
Aa pia Acs the present value of the rentar 
payments. Chapter V discusses the details of the various 
methods which could be employed for arriving at the value 


Osa ty and asset. 


‘Gant, AS Tono po Wid. , pp. 123-24. 
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Asset and liability 
aspects of leases 


A second area of controversy is whether or not a 
lease represents an asset or a liability. Summarizing from 
Chapter pe Opinion No. 5 states that except where the lease 
is, in effect, a purchase, and a material equity is created 
in the property, no asset and liability are created. For 
material equity to be created, the lease must be for a term 
materially less than the useful life of the property, and the 
lessee must have an option either to purchase the property 
at the end of the lease for less than fair market price or 
to continue to lease at rates less than fair rental value. 
The criteria for a purchase are such circumstances as: the 
property was acquired to meet special lessee needs; the terms 
of the lease correspond to the life of the asset, and the 
lessee pays all maintenance, taxes, and insurance costs; the 
lessee guarantees the lessor's obligations for the property; 
or the lessee treats the lease as a purchase for tax purposes. 
Otherwise, the lease 1S regarded as an executory contract, 
mo asset or liability is created, and rights and obligations 
Mee teeorgca Olly vhreush Tootnotes or schedules: it is 
ebcarly staved an Opinion No. > that the rignt to use property 
creates neither asset nor liability. 

Meson Ort Opteron” "No. pecan De Challenged 


from either the asset or liability side of the question. 


“Supra, pp. 19220, Opinzenslea 5, para 7-0 
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Opinion No. 5 states that assets exist only if material equity 
is created. Assets can be intangible; therefore, owning the 
right to use something iS owning something intangible without 
mevine legal vitle to it. The asset created is the right to 
use the item. Assets may be acquired through incurrence of 
liabilities; yet the rapidity of liquidating that liability 
Should have no bearing on whether the asset exists. The 

Pue ton Of une Board that existence of an asset occurs only 
where legal title exists, and that the timing of the payment 
cias obligation esa criterion of whether an asset exists, 
is challenged as invalia.t Although a lease provides 
basically the same rights and obligations as ownership, the 
Board treats the two situations differently, implying that 
"the form of the transaction is more important than its 
substance. "S Whether under ownership or through non- 
cancellable lease, a firm has the right to use the property 

as well as the obligation to pay for it, either as loan 
Repayicn or rentals mens. Lt has been proffered thas 
eeN OCA yeis ume key criterron for determining whether 

an asset has been created through execution of a lease.” 
Myers, in Accounting Research Study No. 4, concurs that 
PO eri Ments dofgive rise GO the creavion 01 an asseus 


however, his opinion was overruled by the Board in issuing 


Opinion No. 5, which was based on his study. 


Graham, ¡Omer ton Opio D," P799; 


id. , Deo: 
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hooking now at the liability side of a lease, the 
question turns on whether a financing arrangement creates a 
liability. In comparing a lease with a cash loan, if they 
are the same as to the liability created, then the accounting 
treatment should be the same. In each case an item is 
acquired, cash in one case and use of an asset in the other; 
and payment to the lender for the use of the item as well as 
Ropa ment rot ume item itself is scheduled over a period of 
time. For the lease, the same asset is returned at the end 
of the lease, although sometimes this, too, becomes a pay- 
ment of cash to the lender. Other than this, the two 
transactions are the same; thus, their accounting treatment 
Emi Desuie Same. Wor the cash loan, the cash received is 
recorded as an asset, and a liability is established in the 
AMO ol che Loan. To treat the lease similarly, the 
liability would be the lease payments and the asset would 
be the right to use the property.” 

A oa Nos dentes the existence of van 
asset or a liability in a lease where only property rights 
are attained, and where no material equity exists, a strong 
case can be supported for countering this position by looking 
at the lease as an asset or as a liability, and, in reality, 
it is both. The extension of this thought 1S capitalizing 
the lease to Show the asset and related liability on the 


balance sheet. 


. 4+Ronald J. Huefner, "A Debt Approach to Lease Account- 
ing," Financial Executive, XXXVIII (March, 1970), 30-31. 
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The lease as an 


ERLEUWLOLY Contract 
ORTO Del esse leases as executory con- 


tracts, that is, a contract wherein there is a requirement 
for continuing performance on the part of both the lessee 

and the lessor. In accordance with generally accepted 
PecOunbIn® pranciples, executory contracts are required to 
be disclosed, with respect to rights and obligations, in 
notes to financial statements or in separate schedules. 

tt —oreammemu LS Specified rather than capitalization Uy 
recording them as assets and liabilities.+ TEE So 
arises whether a lease is an executory contract--whether or 
Mot chere are equally unperformed services remaining in a 
lease. The argument against leases being considered executory 
contracts interprets the lessor's part of the agreement as 
executed upon turning the property over the lessee. The 
only future act required of him is to honor the agreement 

to leave the property at the disposal of the lessee for as 
long as the rental payments are made. This act on the part 
Oi the lessor is not considered "continuing performance." 

If there is no continuing performance required of each party, 
an execüutory contract does not exist; and, if the Lease is 
not an executory contract, capitalization iS a proper method 


i ae : : 
Qe OA IG. Maintenance or other services provided 


“Opinion Nos 5ye para. Os 
SHuefner, "Dept Approach up. SL. 
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by the lessee do constitute unperformed services for future 
periods, and the portion of the lease covering these items 


should not be capitalized. 


The lease and its 
deee oNn ratios 

One of the primary uses of financial statements is 
Wa conducting a financial analysis of a firm. Primary in 
this analysis is the calculation of various ratios for con- 
parison either with other firms or with industry standards 
and averages. A strong case can be developed to support 
lease capitalization by comparing two identical firms; one 
leases significant assets and the other purchases them 
through incurring debt. Although a ratio analysis should 
Show that the two are equivalent, it will be shown here that 
this analysis reflects greatly different financial positions. 
Ratio analysis, it is granted, is not the sole determinant 
of financial position, but a tool commonly used in evaluating 
acompañas. Aus, rabios are importantes» If failure to 
Capitalize a lease results in distortion of these ratios to 
a Significant degree, then the case for capitalization is 
enhanced. 

An example.--A hypothetical example has been con- 
structed to show the effect on ratio analysis of alternative 
ways of financing the acquisition of an asset and of 


alternative ways of reporting the lease transaction. 


Lipid. 
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Table 1 shows the balance sheet and income statement 
of the firm before the acquisition of the asset. In Case A 
(see Table 2) an asset is purchased with funds obtained on 
a 5 per cent loan. The life of the asset is ten years, and 
straight-line depreciation is used. For the first year the 
interest payment is $100. In Case B (see Table 3), the 
asset is leased for ten years at a cost of $300 per year. 
The rental 1S an expense charged to cost of manufacturing. 
No mention of the lease is made in the balance sheet except 
for a footnote stating the annual charge. It is not shown 
as an accrued expense; the payment is made from current 
assets just prior to the close of the period. In Case C 
(see Table 4) the same lease is negotiated, but it is 
Capitalized and shown on the balance sheet. Considering that 
the asset could be purchased for $2,000, this figure is used 
as the initial asset and liability amount. Using present 
value tables, it can be seen that the rental of $400 per year 
for ten years for an asset with a present cost of #2,000 
represents an interest rate of 8 per cent. The asset, the 
right to use the item, is depreciated straight line, or $200 
per year. The liability is amortized by the balance of the 
lease payment after deducting the implied interest of 5 per 
cent on the liability balance. In the first year, the 
interest is $160 (8 per cent of $2,000); thus, the residual 
from the $300 rental payment, $140, is the amount of the 


liability which is amortized. This is essentially the same 
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TABLE 1 


FINANCIAL STATEMENTS BEFORE ASSET ACQUISITION 


Balance Sheet 


Current Assets $2,300 Current Liabilities: 
Debt Interest $ 100 
Fixed Assets i Leases =- 
Taxes . 600 
Owned $5 ,000 Other 500 
T 
Depr. 1,000 sn #1 , 200 
Long-term Liabilities: 
ae 100 Long-term Debt $2,000 
L J Leases A 
pa = Total 2,000 
| Equity: 
Net - Capital Stock $2,500 
Surplus a 
Total 4,000 Retained Earnings 600 
Total 3,100 
Total Assets $6 , 300 Total Liabilities & Equity $6,300 


Income Statement 


Sales $15,000 


Cost of Goods Sold: 


Leases $  - 
Depreciation 100 
Other 12,700 
Total 12,800 
Net Operating Profit $ 2,200 
Expenses: 
Administrative $ 750 
Depreciation 158 
Interest 100 
Total 1 ‚000 
Net Income $ 1,200 
Taxes 600 


Retained Earnings $ 600 
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TABLE 2 


CASE A--PURCHASED ASSET 


Ballance sheet 


Current Assets $3,000 Current Liabilities: 
Debt Interest $ 100 
Fixed Assets Leases -= 
j Taxes . 800 
Owned $7,000 Other 500 
Total $1,500 


Depr. ] ,200 
Long-term Liabilities: 


BR #5 800 Long-term Debt 6% $4,000 
L a Leases - 
es 7 Total 4,000 
a ae Equity: 
Net - Capital Stock $2,500 
Surplus =- 
Total 5,800 Retained Earnings SOO 
Total 52700 
Total Assets $8 ‚800 Total Liabilities & Equity $8,800 


Income Statement 


Sales $20,000 


Cost of Goods Sold: 


Leases $ = 
Depreciation 300 
Other 17,000 
Total 17,300 
Net Operating Profit $ 2,700 
Expenses: 
Administrative $ 750 
Depreciation 150 
Interest 200 
Total 1,100 
Net Income $ 1,600 
Taxes 800 


Retained Earnings $ 300 
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TABLE 3 


CASE B--LEASED ASSET, NOT CAPITALIZED 


Balance Sheet 


Current Assets $2,70 


Fixed Assets 


Owned 
Depr. 
Net 


Leased 
Depr. 
Net 


Total 


Total Assets 


$5,000 


1,000 


$4,000 


O 


4,000 


$6,70 


O 


Current Liabilities: 


Debt Interest $ 100 
Leases - 
Taxes . 800 
Other 500 
Total 


Long-term Liabilities: 
Long-term Debt 6% $2,000 
Leases = 
Total 


Equity: 
Capital Stock $2,500 
Surplus ~ 
Retained Earnings 800 
Total 


Total Liabilities & Equity 


Income Statement 


Sales 


Cost of Goods Sold: 


Leases 
Depreciation 
Other 

Total 


Net Operating Profit 


Expenses: 


Administrative 
Depreciation 
Interest 

Total 


Net Income 
Taxes 


Retained Earnings 


$20,000 
$ 300 
100 
17,000 
17,400 
$ 2,600 
$ 750 
150 
100 
1,000 
$ 17600 
800 
$ 800 


$1,400 


2,000 


2,200 


$6 , 700 
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TABLE 4 


CASE C--LEASED ASSET, CAPITALIZED 


Balance sheet 


Current Assets $3,140 
Fixed Assets 


Owned $5,000 
Depr. 1,000 


Net $4 ,000 


Leased $2 ,000 


Current Liabilities: 


Debt Interest $ 100 
Leases 400 
Taxes . (70 
Other 500 
Total 


Long-term Liabilities: 
Long-term Debt 6% $2,000 


Leases 2,000 
Total 

Equity: 
Capital Stock $2 ,500 
Surplus - 


Retained Barnings 779 
Total 


Total Liabilities & Equity 


Income Statement 


Depr. 200 
Net 1,600 
Total 5,800 
Total Assets $0, 940 
Sales 


Cost of Goods Sold: 


Leases 
Depreciation 
Other 

Total 


Net Operating Profit 


Expenses: 


Administrative 
Depreciation 
Interest 

Total 


Net Income 
Taxes 


Retained barnings 


$20,000 
300 
17,000 

17,300 

$ 2,700 
750 
150 
260 

1,160 

$ 1,540 

770 

$e 770 


$1 ,670 


4,000 


32/0 


$8 ,940 
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method commonly used to retire a loan through equal payments 
a peeled period oi time. 

In each Case--A, B, and C--the same overall trans- 
action has taken place. The company has acquired the use of 
an additional asset and has contracted for a means by which 
to pay for it. Whether financed by debt or by long-term 
noncancellable lease, the company still has a long-term 
ability for which it is responsible. Yet, the accounting 
treatment presents a very different situation depending upon 
how the transaction is reflected in the financial statement. 
Table 5 shows various common financial ratios for each Case. 
Mit ases Leama the eifect 1s nearly identical; the 
various financial ratios parallel each other except for the 
Mames ica tenarsees are covered. In Case C, the total 
ase payment 1S a fixed charge, but in Case A, only the 
Sres Of ule Loan 1S a fixed charge. Thus, when a lease 
femeapilutii sed, the Citect 15 comparable to purchasing tne 
asset through incurring additional debt. However, Case B 
Poechesslivediiterent. leasing without capitalizing has” the 
effect of showing no additional assets being used by the 
company, and no new liability incurred. In all debt ratios-- 
debt/equity, debt/capital, and debt/total assets--the situ- 
Seren esto ma as No diferent from that Existing betore mine 
lease was executed. Yet, in measures of return--return on 
capital or return on total assets--the firm's position is 


Significantly improved. (It was assumed that the new asset 





COMPARATIVE RATIO ANALYSIS 


Ratio 


Gerrent 
Debt/Equity 

p Capital 
Debt/Total Assets 
Return on Capital 


Return on Total Assets 
(ROI) 


Times Interest Earned 
Fixed Asset Turnover 
Total Asset Turnover 


Fixed Charge Coverage 


> 


TABLE 5 


Original Case A 


19 
sols, 
.40 
al 
12% 


9.5% 
14 
02 
2.4 
> 


ee) 
ie 
222 
. 45 
11% 


9.1% 


5.) 
O 


Case B 


SS 
.60 
eo 
.30 
15% 


12% 


Case C 


Lag 
M2 
2 
.45 
11% 


8.7% 


92D 
Ae 
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would produce additional net income to the company. If it 
did not, there would appear to be no reason for acquiring 
it, unless it was a replacement for an existing asset. In 
this case, the effect would be to reduce the asset base 
under Case B, as compared with Case A or C.) In Case B, 
the additional net income is compared with a constant asset 
Sembidbilauy base: thus, an extension of this aspect is 
that, regardless of the cost of the asset (amount of the 
lease), if net income were to increase by any amount, 
however slight, the return measure of the firm would improve. 
This could hardly be construed as a fair, objective, or 
realistic evaluation of the financial condition. In the 
= apleem ol lComimcrcaeceatLer tne asset 1S procured, and, 
because of the fixed asset base under Case B, the turnover 
ratios improve. Under Cases A and C, the asset base is 
expanded and, as shown in Table 5, turnover has remained 
CONStant or decreased slightly. In both the measurement 
Se eunn on assets Or liabilities and the turnover of 
assets, not capitalizing leases results in excluding from 
consideration that portion of assets that are leased., The 
only time the lease appears under Case B is in calculating 
the times fixed charges are covered. 

The hypothetical example has been provided to show 
the distortion which can occur in financial ratios if 
leases are not capitalized. If financial statements are to 


be considered a fair and objective presentation of a firm's 





= 


onela Condition, leased assets cannot be excluded: 
capital rAneg them on the balance sheet insures that they are 
considered equally with owned assets, permitting a valid 
comparison of a firm that leases a significant portion of 
its assets with one that owns all its assets. Opponents of 
lease capitalization support the contention that all relevant 
information can be disclosed in footnotes, and the analyst 
himself can treat the information as he wishes. If the 
footnote does contain "all" relevant information, then why 
not go one step further and show the lease as capitalized? 
Not doing so could be compared to relegating all debt 
instruments to the footnote section as well and calling on 
the user of the statement to calculate the debt position of 
the firm, as well as the asset valuation. If this were done, 
the balance sheet would cease to be a summary of financial 
condition and might as well be discarded. But, if it is to 
be a summary, then let it be a summary of all information-- 
and this would include leases. 

A further aspect of the distortion that can be 
caused by not capitalizing leases has been presented by 
A. Tom Nelson in the Journal of Accountancy.* in his "Studs, 
he compared eleven companies through calculation of various 
ratios commonly used in financial analysis. In each company, 
various leased assets were reported in the footnotes. A 

lA. Thomas Nelson, "Capitalized Leases--The Effect 


on Financial Ratios," Journal of Accountancy, CIN TE JU 
1963), 49-58. 
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second comparison was made using the same ratios, but calcu- 
lating them after capitalizing them on the balance sheet. 
isso weas limited 14 Scope because of the difficulty of 
finding statements wherein the footnote information was 
detailed enough to be able to capitalize the leases without 
having to guess at or approximate missing data. For each 
ratio, both before and after capitalizing the leases, the 
companies were ranked according to the strength of the 
company or favorableness indicated by that ratio. The 
results of this study showed that "in 56 per cent of the 
cases (92 out of 165 observations), there was a spread of 
two or more places between the firms” positions before and 
after capitalization. In 7 per cent of the cases (11 out of 
165 observations), the spread was six or more places."" His 
results also showed, as misht be anticipated, that capitali- 
zation changed the ratios most drastically for those companies 
whose percentage of leased assets to total assets was the 
hishest. His conclusions were that failure to capitalize 
leases results in what appears to be an improved financial 
position, whereas, in fact, this is not true, and that the 
ratios calculated when leases have been capitalized are more 
meaningful--they measure more accurately what they are 
attempting to measure-—because they account for leases for 
what they are, a method of financing the acquisition of 


rs 


Tbid., p. 56. “Thid., pp. 52-53, 57. 
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As shown by the illustration above and the study by 
Nelson, leasing assets and not capitalizing them results in 
apparent improvement of the company's financial position. 
Gant, in discussing the "illusion" of lease financing, 
ebserves: 

But what has taken place that would justify this marked 
improvement [in financial ratios]? The company has 
exchanged one obligation for another carrying a higher 
interest rate, and in the process has given away title 
to its plant and with it any residual value that it may 
have at the expiration of the lease. 
Gant was referring to a sale and lease-back case in which 
the company sells its plant, pays off its debt financing for 
the plant, then leases the plant from the new owner. His 
question and comment are equally applicable to the analogous 
SEUA Ono COmMparing two firms, one Ghat purchases an 
asset and one that leases it. 

From the standpoint of ratio analysis, capitalizing 
leases 1S mandatory if the ratios are to be meaningful when 
compared with industry averages, with ratios of other firms, 
with minimum standards used in credit or evaluation analyses, 
or with past performance of the firm in question. Analysts 
can capitalize leases from footnote information if it is 
complete, but the fact that it must be done to permit meaning- 
ful analysis lends powerful support to the contention that 
leases should be capitalized as a normal course of reporting. 


Failure to do -so can only mislead the user of the statements 


ehe Scorer men perform tie capitalization calcülation or 


lgant, "Illusion," p. 131. 
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cannot because insufficient information is disclosed in the 


footnote. 


Matching expense to revenue 


A basic concept of accounting is the accrual, or 
matching, concept. This concept requires that expenses be 
matched to revenues at the time the revenue is recognized; 
but those expenses that do not directly relate to specific 
revenues are charged to the period in which they occur. t 
The question with regard to lease capitalization is whether 
Capitalizing affects the matching of expenses to revenue to 
a Significant degree, and, if so, whether capitalizing or 
not capitalizing presents the more accurate matching. 

In the hypothetical example above, Case B shows that 
if the lease is not capitalized, the entire lease payment is 
an expense carried in inventory valuation and is therefore 
recognized when inventory is sold. If the lease covers an 
asset not used in inventory production, the lease payment is 
a period expense. In Case C, where the lease is capitalized, 
the expense charged to inventory valuation is the depreci- 
ation or amortization of the rights of use of the leased 
asset. The implied interest charges for the lease are charged 
in the normal manner as an expense of the period in which the 
interest is earned by the lessor. The amortization of rights 


could be shown as the difference between the implied interest 


“Robert N; E ag A Management Accountin en ed.; 
Homewood, Ill. RichomdaD. Mon nc., 1970), p- 
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charge and the lease payment; however, this would result in 
an increasing amortization charge each year, which is not 
consistent with accepted methods of depreciation, straight- 
Tine or accelerated. In the example, straight-line amorti- 
zation was assumed. Table 6 shows the comparative expenses 
relating to the leased asset in Cases B and ©. The greater 
expense in the early years and lesser expense in the later 
years, in comparing Case U with Case B, demonstrates that the 
expense to be matched with a given revenue is different for 

a capitalized lease than for a lease that is not capitalized. 
igewsctoniticance of this difference is dependent upon the 
variance between the lease payment and the sum of the amorti- 
zation charge to the asset plus the implied interest charge. 
In leases written with high rental payments in the early 
years and lower payments in the later years, this difference 
can be Significant. 

The question now becomes one of determining which 
method is the more "accurate." Revenue accrues as goods are 
sold; the matching expense is the inventory cost, or cost of 
eds Sold. For the capitalized lease, part of the cost of 
goods sold is the amortization of the asset, reflecting the 
decline in service value of the asset. For the noncapitalized 
lease, this cost is the amount of the rental payment, which 
probably is related more to such economic aspects as tax 


considerations and recovery of investment over a period of 


Myers, REPO e Ol be ee P: 20. 
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TABLE 6 
REPORTING OF EXPENSES UNDER A LEASE 


Income Statement 
Year 1 


Case B Case C 
Not Capitalized Capi ca mized 


Cost of goods sold: 


Lease $ 300 
Depreciation $ 200 
Interest 160 
Expenses charged 
to net income $ 300 $ 360 
Note: 


lo SS inventory would be carried at a higher 
COSU. 


In Case C, net income in the early years would be 
lower than in Case B, because of the high interest charge, 
but in later years as interest charge decreases, net income 
would be higher in Case C than in Case B. 
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time shorter than the asset life than to expiration of the 
value of the asset. Tees lauvererype Ol expense can hardly 
be judged a more proper matching of revenue and expense than 
the former. In capitalizing, the interest is a period cost. 
The interest charge is payment for the method of financing 
used, having no relation to the value of the asset or to 
determining expiration of future value. It is properly 
charged as "an expense of the period during which the money 
was borrowed. "= Thus, carrying interest charges in the 
Valuation of inventory 1S an improper matching of expense to 
revenue. The rental is the obligation incurred by the lease, 
and "the timing of the payment of the obligation, be it 
mortgage or lease, has no necessary bearing on the expiration 
of the service value of the asset."? 

In summary, not capitalizing a lease results in charg- 
ing revenue with an expense determined wholly by the timing 
of payments to reduce a liability, whereas, in capitalizing 
the lease, the expense charged to revenue is determined by 
the decline of service value of the rights to the asset being 
Ued ond financing cocta. interest, are properly charged as 
period costs. Capitalizing leases results in proper matching 


of expenses to revenues; referring to leases in footnotes and. 


‘Graham, “Commend y OnmO@pi nioumnNo. Si pe 602 


“anthony, Management Accounting, p. 60. 


Graham, Comment on pPIni i onio: no Epa. 
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and charging the entire rental payment as an expense only 


results in distortion of net income and inventory valuation. 


Summary Gn actors Favoring 
Capitalization 


To summarize the foregoing case for capitalization 
of long-term noncancellable leases, the following points are 
nored: 

II AI E G va enor debt because the 
lessee has the same obligations and rights of use of the 
Jonet asdoes an Owner: 

onary LO Option No. >, 10 wee contended that the 
ll wie RO O Opero pnts does create an asset, and that 
a lease obligation is just as much a liability as is debt 
from a cash loan. Thus, the only proper accounting treatment 
is to show the lease on the balance sheet as both an asset 
and a liability. 

Ia NeR eaS i Smot an executor y Contract withiegualliy 
unperformed services remaining after its initial transaction 
has been executed. At that time the lessor's services are 
complete, and he has no unperformed services remaining. 

4, Not capitalizing a lease distorts for comparability 
any ratio involving fixed assets or debt liability. 
Capitalizing leases creates a Situation for which comparable 
ratios result, whether a company leases or owns its assets. 

or casos are properly matched to revenues only when 


leases are capitalized, because only then are expenses 





or 


determined by expiration of service value and not by the 
cine tor payments to reduce a liability. 

The failure to capitalize leases will result in the 
following financial "errors": 

1. An understatement of assets and liabilities. 

2. An understatement of amortization and an overstate- 
ment of income in the early years, and an overstatement of 
revenue in the later years of the lease. These result in 
overstating owners’ e€quicy in increasing amounts in the 
early years, then in lesser amounts in the later years until 
toe end of the Wease when no overstatement exists. 

4. Overvalued inventories. 


O DIS tor Led ratios.* 


Aci 





CHAPTER IV 
THE CASE AGAINST LEASE CAPITALIZATION 


The case against capitalizing leases has many follow- 
Sres Parvlcularly among those ian the position of lessor. 
Chief among the opponents of capitalization is Alvin Zises, 
president of Bankers Leasing Corporation. Most lessors agree 
that off-balance-sheet reporting of leases, currently allowed 
by the AICPA, is a key factor in the tremendous growth in the 
use of leasing as a method of obtaining assets. They fear 
that any change in accounting rules requiring more leases to 
be capitalized will lessen the advantages of leasing, thus 
causing the leasing industry a significant loss of business. 
Also fearful of a change in the rules are the companies that 
Curcrenvly = Mweaalaze Leases Go finance large portions oftheir 
assets. Capitalizing these leases would cause their long- 
term liabilities to expand greatly, a situation which they 
consider would border on disaster. 

Yet, this is not the only argument against capitali- 
zation. Other arguments are based on the premises that 
footnote disclosure Lemoore comprehensive; leases are nou 


the equivalent of debt because of their economic differences; 


Istabler, "Accounting Rules May Be Tightened," p. 34. 
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footnote disclosure permits more financing to be available 
Don mweompamss 12 Leases should be capitalized, then so 
should labor contracts, material contracts, and even future 
taxes; and, the legal aspect of a lease does not recognize 
it as an asset and a liability. This chapter will explore 
each of these areas which support the contention that 


leases should not be capitalized. 


LOOmeonomimlsc Lose. >uUperl or 
to Capitalization 


Zises agrees that the full disclosure of leases is 
in the general interest of all concerned. His contention 
is in the manner in which the disclosure is made, believing 
iia curren mules, eit followed, provide for full disclosure 
pad that lease capitalization is unnecessary as well as 
undesirable. For existing rules, he cites the S-X Regula- 
tions of the Securities and Exchange Commission and Accounting 
Research Bulletin No. 43. Disclosure requirements under 
Accounting Research Bulletin No. 443 are basically that a firm 
state "annual rentals .. . Land] some indication of the 
periods or whch they ame payablevws. . gin the year 11 
enne Zumansactıon originates, there should be disclosure 
of the principal details of any sale-and-lease transaction." 
S-*X Rule 3.18 states that "pertinent facts relative to... 
rental of assets under long-term leases shall be stated 


briefly." This rule also requires a statement of "amounts 
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of annual rentals . . . with some indication of the period 
for which they are vayable. "? 

Certainly, leases could be fully disclosed using these 
guidelines; however, the terms "principal details" and "perti- 
nent facts" are open to wide interpretation. Thus, disclosure 
could range from a meager offering of facts to spelling out 
in full the financial terms of the lease. "Some indication of 
the periods for which they are payable" is also a rather loose 
definition which could lead to inexactitudes in reporting, 
Pai sui OT ovine eene letter of the rule. Too frequently, 
the letter of the rule is followed rather than its spirit and 
intent. It is this writer's contention that these rules in 
no way offer any kind of guarantee that leases will be fully 
Geese losed in footnotes, or even in such a manner that an 
analyst could apply his method of capitalization to evaluate 
and compare a company leasing its assets with a company owning 
mc osc. (hve Opinion NO. os issued subsequent vo 4ises. 
comments, offers no better defined disclosure requirements. 
requires SGuiflc1ent information to enable the reader To 
assess the effect of lease commitments upon the financial 
pOsit1on amd results of operations, both present and prospee- 
tive, of the e This information is further defined 
as: 

lAlvin Z41ses, "Disclosure of Long-Term Leases," 


Journal of Accountancy, CXI (February, 1961), 37. 
“Opinion NOM. Os Dara. lo: 
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Minimum annual rentals under such leases and the 
period over which the outlays will be made. 


Rentals for the GEBE. SA should be dis- 
closed if they differ Y from the minimum 
Sem cts under dem edocs . 

Nelson, in his attempt to evaluate the effect of 
capitalizing leases, found very few footnote disclosure 
statements with sufficient information to permit him to 
perform this capitalization calculation. ‘The problems he 
encountered were that rentals either were shown for one year 
only, or eowmered too Droad a time span, or that lease 
expiration dates were not shown. In no case did he find the 
original asset cost or implied interest rate of the lease 
listed.” 

41ses alludes to the fact that accountants do not 
follow the rules; thus, enforcement iS required to insure 
that disclosure meets the requirements.” However, omission 
of the problems Nelson enumerated would not appear to 
violate the minimum required disclosure standards as spelled 
OG in Opio, No. >; therefore, increased policing to insure 
that companies abide by the rules would have little effect 
toward gaining fuller disclosure. 

In Accounting Research Study No. 4, Myers listed 


various types of information which analysts had indicated 


lTpid., para. 16-17. 


“Nelson, Er Teetzsonzhacıe Ds 5O—51 5 


 Zises, "Long-Term Leases," p. 38. 
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that they desire to know regarding lease commitments. The 
primary information which all analysts desired was the amount 


of cash outlay required, year by year. Other items were: 


Current anmual rental, fixed and variable--What is 
the total annual lease obligation at the present level 


of business? 

INPC o cascade > Es 1 essential Lo business: 
Does it have alternative uses? 

Cost of property--If the lease were terminated, what 
would it cost the company to acquire Similar property? 

Options at maturity--Does the lessee have an option 
to buy at a minimal price? 


Options Tor aniy termination--What would it cost 


the lessee to terminate the lease before maturity? 


Merecee'c responsibility Tor boxes. IN ee mainte- 


nance--Is his responsibility that of an owner” 
Default provisions--Are they equivalent to the 
default provisions found in conventional debt contracts? 


Restrictions against further leasing or debt--What 


are these restrictions, if any? 

iene sta cen ll ClGtin rentals, alter providine 
OIE SMS TEC OCIO cs -= ls Them lesscera good 
negotiator’? 

Myers strongly recommended balance-sheet disclosure, 
but added that until such procedure is required, more dis- 
closure would be needed. He recommended that disclosure 
include, either in footnotes or in schedules accompanying the 
financial statement, the following information: 

Type of property leased 

Renewal time and rental 

Cost of property 

Interest rate 

Lessee's obligations 

Unqualified obligation-to-pay clauses.° 


David Hawkins goes even further by recommending dis- 


closure requirements that include disclosure (1) by categories 


Myers, Bepomam Mesa DP. 20. 
“Tr... p. el. 
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ofrassers, to show the criticalness of the asset to the 
company's operation; (2) by geographic location of assets, 
to indicate whether assets in foreign countries are leased 
or owned, for better evaluation of risk in the event of 
aoielenealuzaclonvol ube country 2) of the financial condi- 
nem Of major lessors, for better judging the lessor's 
ability to perform; and (4) of more terms, particularly 
"hell-and-high water" terms, for better judging of financial 
risk.! These comments certainly are applicable only to very 
faree firms with international operations. 

Zises also favors the use of supporting schedules, but 
Toe Ini Ommilanloue ne recommends lor Inclusion in thewschedule is 
limited to projected payments over the twenty-year period 
following the period being reported. These schedules do not 
include most of the information Myers found to be important 
to analysts. 

A further contention by Zises is that even if leases 
are capitalized, footnotes are required to provide the full 
disclosure needed. He argues that if a footnote is needed 
anyway, why show a capitalized liability figure which would 
definitely not be the legal liability under any condition?’ 
Myers agrees that footnotes would be required in addition to 


capitalization to provide full disclosure, but argues for 


Hawkins, MODIC CtivesS, Norr hulcs pS: 


Zises, "Long-Term Leases," p. 45. 


ae p Gan 
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capitalization, not from the legal aspect of the amount of 
the liability, but from the economic aspect of it.” 

On the basis of the findings by Myers and Nelson, as 
well as the ideas fostered by Hawkins, Zises' contention that 
footnote disclosure under existing rules is adequate does not 
appear Vicdlta. doWwever. Lootrotes coutd be detailed enough 
to offer full lease disclosure, if such full disclosure were 
Specitically called for, item by item, in the accounting and 
securities rules which guide businesses. 

Dire reonu  HCOmomlo wt TeCUs 
of Lease and Debt 

Zises also argues against capitalizing leases and 
treating the lease liability as debt because of the following 
te rent economic. effects of a lease compared with those 
of a debt: 

i pie reauly, Decause olhe Flexıbi ser innen pt 

in contractual and lease relationships. 

2. Legally, because of the difference in impact in 
event of the lessee being in financial difficulty. 

4. Financially, because leasing may make an extra 
contribution to earnings as a result of special con- 
Siderations. 

4. Tax-wise, because under certain circumstances 
leasing may reduce the tax burden. 

5. Operationally, because of economies ig opera- 
tions performed for the lessee by the lessor. 

The flexibility he refers to is in regard to the 


various ways in which leases may be written, particularly 


considering the rights of termination and associated 


Imyers, Neon lage O 


“74 ses, "Long-Term Leases," p. 38. 
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penalties that may be involved. A debt iS a debt, and it is 
MoGecswegeecs to cancellation. However, leases, though Long- 
term in nature, may have cancellation rights attached for 
which the penalty is less--perhaps substantially less--than 
the remaining sum of lease payments. This point, though true, 
is not relevant to the lease capitalization controversy, 
because this controversy centers around the noncancellable 
lease wherein the obligation of the lessee is absolute. The 
only exception would be in the event of bankruptcy or reorgani- 
zation, which brings up his second point, the legal aspect. 
iris true that the full amount of debt is upheld in such 
proceedings, whereas the lessor may claim only one year's 
rent in bankruptcy and three years' rent in reorganization. 
This argument is counter to the going-concern concept of 
accounting, as discussed earlier,” yet it is not without merit. 
In reorganization, if the leased asset is essential to the 
continuance of the business, the new management does have a 
certain amount of leverage to cause the lessor to alter the 
terms to make them "more Favorable "= If the lessor should 
balk at altering the terms of the lease, he faces gaining 
only one year's rental as the business ceases to exist. If 
he alters his terms to allow the lease to continue in being, 
the rental payments he receives may be less than before, but 


at least they will continue on into the future. If he has 


‘supra, Poni: 


Zises, "Long-Term Leases," p. 39. 





64 


no alternate lessee for the property, altering the terms of 
the lease will obviously be his choice of action. Zises also 
relates that lenders prefer lending to a firm with a moderate 
dollar value of leases outstanding rather than to a similar 
AR Or the Same firm, with all debt and no lease financing. 
In this case, the one that leases may even obtain the loan at 
a lower interest rate. This is his reason for contending that 
more financing iS available through leasing nera through 
using solely senior debt financing.” 

The special financial considerations Zises mentions 
are the federal government's (specifically, the Department 
of Defense) allowing lease rental costs as expenses in its 
contracts, but not allówing the cost of debt (or equity) as 
a justifiable expense; thus, the conclusion is that debt and 
leases are substantially re 

The fourth item, tax differences, iS substantiated on 
the basis that rental payments for land are tax deductible, 
yet land cannot be depreciated as a tax deduction. This is 
true, but for a lessee, the residual value of the land is 
lost, and it may far outweigh, even in a present-value 
cny Sls, Mae benefit of the tax deduction. However, this 
does represent a significant difference between owning and 
leasing. ‘The full rental costs of property other than land 


are tax deductible, yet in purchasing property through debt 


“Tbid., p. 40. 


“Ibid. 
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financing, only the interest on the debt is deductible. Not 
mentioned by Zises is that for owned property, depreciation 
o cheme Seu 15 alsomdeducoible Tor tax purposes; therefore, 
the difference is in comparing the lease payment with the sum 
of depreciation and interest, rather than interest alone. 
Only by coincidence would the rental equal interest plus 
depreciation, so one method will always provide a more 
favorably timed deduction. Which method is favored will 
depend on the terms of the lease--level payments or higher 
payments in earlier years--and the method of depreciation 
used--straight-line or accelerated. The main point is that 
there will be a difference, but either leasing or owning 
could be the more advantageous; leasing does not always have 
the advantage. Zises warns of adverse legislative action 
which could follow general capitalizing of leases throughout 
industry. Relating that the tendency of the law is to follow 
custom, he is fearful that if accountants were to treat leases 
as debt by capitalizing them, tax legislation might in turn 
do the same by not allowing rentals to be tax deductible; 
thus, any tax advantage of leases might be lost. Zises also 
foresees that government agencies, which tax total capital, 
may tax leased assets as well as owned assets. 1 Myers views 
these potential tax law changes as definite disadvantages to 
lessees, but sets them aside when debating the capitalization 


issue on the basis that perhaps there is justification in 


ia 
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shifting the present tax burden away from current taxpayers 
and onto the lessees, who may now have an unfair tax shiela.? 
His evaluation of capitalization is manifested by searching 
for falr and accurate reporting procedures, rather than basing 
his stance on whether or not lessees will incur a greater 
future liability. 

Ihesoprrarıcnaleaetorrzı seszmentjons 1srelatedato 
Senmlces provided see, lessees by lessors, such as maintenance. 
In debt financing of assets, the owner must provide such 
servaces himself or purchase them from a service organization. 
In leasing, provision of such services can be a part of the 
tee rioweven, Chis polnu is Irrelevant, Since lease 
capitalization eliminates that portion of the lease and con- 
Siders maintenance services an operating expense. In 
capitalizing a lease, future lease payments are discounted 
Tonic Implteditnterest rate to form the liability: If 
services are provided by the lessor, an amount equal to their 
cost is deducted from the lease payment, and only the net 
lease payment is discounted to determine the liability. Thus, 
services provided by leases are not a part of the capitaliza- 


tion question. 


More Pinencine Provided by Leasing 


nac ml ase Mor buy Ques Tom, a SUBO neLl AS uUppor od 
factor favoring leasing is that leasing is a means of pro- 


viding the firm more total financing than debt alone could 


Imyers, REPOLLINE OL AMECA. +. 
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provide. dhis premise is based on off-balance-sheet report- 
Nne on capitalizing the lcaser Thus, a bender would not 
Consider that the lease is debt. The result is purported to 
be higher debt-carrying capability. In capitalizing a lease, 
the lease appears identical to debt. Financial ratios used 

in evaluating a firm are nearly the same if the company leases 
the asset or owns it through debt incurrence, and the company 
appears to have more existing debt. 

Vancil and Anthony, in 1959, conducted a survey to 
determine how various members of the financial community 
regarded leases and whether leasing, as opposed to owning, 
prosented an appreciably different financial situation. A 
summary of their survey and the results follows. 1 The survey 
included two groups, financial analysts of financing institu- 
tions and corporate treasurers and controllers. The first 
part of the survey, which dealt solely with the analysts, was 
onde tenio: whether long-term, noncancelilable leases were 
regarded as debt equivalents. Over 75 per cent of the 
analysts said that they consider a lease a debt equivalent; 
however, less than half of these analysts actually used any 
formal technigue to equate leases with debt. Of those using 
some formal technigue, the methods used varied considerably, 
wa only avery few used a capitalization procedure.: Their 
methods involved either summing all future lease payments and 

t Richard FP. Vancil and Robert N. Anthony, "The Finan- 


cial Community Looks at Leasing," Harvard Business Review, 
November-December, 1959, pp. 113-30. 
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adding some percentage of them to long-term debt, or multi- 
plying the annual rental by some factor and adding the amount 
to long-term debt. In computing fixed charges, some added 
the full annual rental, others only a percentage of it, to 
iMinereot cidrecs Lo” devermime coverage ol fixed charges. By 
Pese procedures: NOLS Treating lease obligations as the 
equivalent of debt, it can easily be seen that leasing could 
provide more financing than sole reliance on debt financing. 
TOMU COrporatemSurvey; tCheopJective was to deters 
mine the extent that leases are restricted by covenants in 
loan agreements. In 50 per cent of the loan covenants that 
escuela debi Lresumlculons were also placed en 
long-term leasing. The trend was that as the firm's total 
long-term debt increased, so did the incidence of restrictive 
covenants, with long-term debt equaling 15 per cent of total 
capitalization (long-term debt plus capital and surplus) as 
the breaking point. Below this 15 per cent, restrictions 
were not included in loans; but where debt was greater than 
15 per cent of capitalization, restrictions were placed on 
HUULCeaobu lam wease Oollecavions, The primary type of 
restriction found (two-thirds of the companies) was one that 
would limit to a given dollar level the total long-term lease 
payments allowed. A second type of restriction added to debt 
the discounted value of all future lease payments, and this 
new debt venice was the one used to verify debt compliance 


with the loan agreement. Another item discovered in the 
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survey was that leasing tends to increase for a given firm 
Jo ose eloume OL Cebu imereases. 

The survey of analysts also attempted to discover 
whether they viewed leases as new sources of capital, and, 
if So, how leases ranked among other capital sources. The 
vast majority agreed that leases were capital sources, and, 
as such, were debt equivalents--equal to senior corporate 
debt. Yet, when queried as to why leases commanded a higher 
rate of interest than debt capital, the primary reason given 
was the lesser security of a lease--an obvious inconsistency 
in the analysts' replies. 

The last part of the survey asked specifically if the 
use of long-term. leases allowed a firm to obtain an amount of 
credit greater than if it used only debt financing. In the 
responses, 65 per cent of the corporate officers and 90 per 
cent of the analysts replied affirmatively. The main reasons 
stated to support this conclusion were that financial insti- 
tutions do not equate leases to debt, that loan agreements 
ONO restrict future Measing, and teat more credit would 
Ide Boise uiilalloie  loetechbiste  leveystes! (elie) raver Sreloysrclsiess (oral a lance Snes: 

The conclusion drawn from the Vancil-Anthony study 
PI a lecses my NOGwBeine® Caplualized and Not appe ma 
as balance-sheet items, are not judged as direct debt equiva- 
lents in the financial community and, in effect, can increase 
the amount of credit avallablemto tche Iirm. (hese are the 


direc re Sms O a EE aN r eal ty, Now valid 
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are they? The implication is that, because of the accounting 
treatment of leases, they are different from debt. Yet, the 
company has a firm commitment of funds when it engages in 
leasing, just as it has a firm commitment for repayment of 
debt. In regard to the increased debt limits obtainable 
through leasing, Gant questions this point from a soundness 
principle. His thoughts are that "sound financial management 
will impose its own limitations on the amount of fixed obli- 
gations it is willing to incur, whether in the form of debt 
or leases, and whether they appear on the balance sheet or 
not. "t Although it may be true that leasing can create a 
situation wherein higher credit limits are obtained, the 
practicality of exercising such limits may be so remote in 
financially sound businesses that the matter is strictly 
academic.  Creatime such a situation in a firm that is not 
well grounded financially could be the very thing that would 
cause the firm eventually to go under--in such cases, the 
Situation wherein the lease can have a lesser position than 


debt surely would come into play; namely, bankruptcy. 


Capitalization of All Future Commitments 


As a somewhat backward defense against lease capitali- 
zation, the point is made that if leases are to be capitalized, 
then there are many other commitments which also should be 


capitalized. -Again, 4ises comes to the forefront in 


leant, “Critical Look," p. 312. 
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suggesting that "capitalization should extend to contruction, 
Subcontracting, pension and retirement, repurchase and all 
other off-balance-sheet commitments." Also, Cook applies 
this same reasoning in stating that to require leases to be 
capitalized would require all contracts involving future 
Services and the associated obligation to be capitalized. 
Roman plmes. vals reasoning Lo such items as purchasecontracts 
for supplies, gas, services, and even sales contraets.” 

Both Cook and Zises interpret the lease as an executory con- 
Erle, and Chas extend the logic of capitalizing leases to 
all executory contracts. Obviously, this would be highly 
impractical, because all manner of contingent items would 
need to be included, such as profit on future sales and 
future taxes, as well as future rates for utilities. 

Gant argues that this approach is unrealistic, because, 
generally, a company does not enter into a contract for some 
fixed or minimum quantity of services or materials at a 
stated price. If there were such a firm commitment, Gant 
agrees that the obligation would parallel that of a lease.? 
In Accounting Research Study No. 4, Myers' viewpoint is that 
"improvements must be made as recognized," and that leases 
have been the subject of a great deal of study, so, the 
accounting treatment of them should be decided on their indi- 


vidual merit regardless of the interpretation of other 


lZises, "Long-Term Leases," p. 43. 
“Cook, "Against Capitalizing Leases," p. 157. 
Gant, rm) lusion,." p. 122, 
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commitments. His idea is to proceed with items one at a time 
rather than trying to consider and decide on all possible 
items together at one time. The list is inexhaustive; thus, 
progress toward a solution or resolution would never be 
realized. The key element here seems to be whether or not a 
lease is actually an executory contract. If it is, then the 
Tuling for leases should apply to all executory contracts. 
If a lease is not executory in nature, then there is justifi- 
cation for treatment of leases separately from these other 
De euLory conmitcmenve,r, Ihe official, i.e., APB, viewpeint 
is that leases are executory in nature as long as they are 


mou, I rack, een 
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The case against lease capitalization is structured 
around five basic factors. The first, the controversy over 
whether a lease does, in fact, create an asset and a 
liability, was discussed in Chapter III. Opponents of 
capitalization currently have the APB on their side, with 
oO) ilberpreuing Creation Of iaieceets in the legal 
definition only; that is, an asset is created only when 
material equity in the item is obtained--ownership in the 
legal sense of having title to the item, not the economic 


sense of having rights of use. 


Iuyers, eV Omulne 10h he nern: 
“Opinion No oan Octane. 7% 
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The second factor is the theory that footnote dis- 
closure is superior to, or at least as good as, capitalization 
in defining the obligation under a lease agreement. Certainly, 
it could not be argued that a footnote could not provide 
complete disclosure; however, the main point of controversy 
is whether or not footnotes do provide this totality of 
aaformation under currenti disclosure criteria. Thirdly, it 
is maintained that leases and debt do not have the same 
economic effect; therefore, their accounting treatment should 
not necessarily be the same. 

The fourth factor is utilized in supporting the case 
for leasing versus owning, as well as the anti-capitalization 
movement. This is the contention that leasing, because it 
is not reported on the balance sheet, permits the company to 
acquire more credit than if all financing were done solely 
through debt and equity. The fifth and last factor suggests 
that further debate and decision on lease capitalization 
Should be held in abeyance until such time as a decision can 
be reached which would involve all future commitments of the 
farm; i.e., leases do not stand alone, and all commitment 


contracts must be judged and ruled upon simultaneously. 





CHAPTER V 


METHODS OF LEASE CAPITALIZATION 
AND THE IMPACT OF TAXES 


Lease Capitalization 


If leases are to be capitalized, there must be estab- 
lished a standard method of doing so. If no standard method 
is developed, the problem of noncomparability of fimancial 
statements among companies will again arise. Under present 
rules, capitalization methods have two aspects. One is the 
aS PeO Or the firme Tsceli with regard to Capitalizing its own 
leases, either for internal use only or for use also in its 
published financial statements. The other aspect is from the 
viewpoint of the analyst, whether a loan approving officer, 
an investment analyst dealing in the buying and selling of 
securities, or the individual investor handling his own 
POOL Stocks. Froma theoretical standpoint, there 
should be no difference; one method of capitalization should 
suffice. However, in practice, there seem to be major differ- 
ences in the way leases are evaluated, depending in part upon 
the objeetives of the individual pertormine tie evaluation. 
In the process of analysis, several approaches are taken, all 


nominally referred to as "capitalization." 
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It may be the purpose of the analysis that determines 
the method to be used; or, perhaps, merely the sophistication 
of the analyst--his familiarity and experience with leases-- 
determines how he will evaluate the effect of leases on the 
overall capital structure of the firm. Analyses can be 
Beer Ided. intortwo types de one sho. or single Inquiry, 
and the multiple, or continuous, inquiry. The analysis 
accompanying a loan negotiation is Likely to be the single 
inquiry type. The lender has one opportunity to study the 
firm financially. After the loan agreement has been consum- 
mated, further analysis is not warranted unless the lender 
also provides financial consultation Services or the loan is 
defaulted. The lender makes his basic evaluation of the 
firm's debt repayment capability in the single analysis, 
that is, at a point in time prior to loan consummation. Any 
gonbier nemmay have regarding themiuture ability ol the firm 
to meet its commitments may be eased through attaching 
RecturicCyiviewcOVvenantomoo bite loan vn, ch would limis new debe 
incurrence, the sale of assets, or any other arrangement 
that would give rise to additional claims against the firm. 
Analysis for investment purposes can likewise be a single 
inguiry. This could be the case if one were searching for 
a long-term investment. Although the progress of the firm 
would be followed subsequent to the investment, the detailed 
analysis TE be made once, at the beginning. Any subsequent 


action of the investor would be based on dividend or growth 
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performance rather than on the financial details of the 
Belle. 

Tie multiple or continuous type of “inquiry can be 
characterized by the firm's own internal analysts, or by 
investment brokers who would be buying and selling the firm's 
stock on a continuing basis as the market price fluctuates. 
The internal analyst would concern himself with the continu- 
ous or frequent analysis of the firm's financial situation, 
because he is in a position, through his recommendations to 
line management, to affect this aspect of the business. For 
mi che one-time analysis would be om limited use, for he 
must be concerned with the dynamic nature of the firm, not 
aeovavic, singular appraisal. The investment broker is in 
a similar position, in that he must be concerned with the 
firm's condition at many points in time. He cannot be 
effective and use a one-time analysis for all future 
transactions. 

As will be shown below, some methods referred to as 
capitalization techniques are more static in nature, and 
more geared to a single analysis. Other methods are more 
dynamic in their approach and, seemingly, lend themselves 
better to the utilization of continuous or multiple analyses. 
Perhaps, it is the singular need that promotes the static 
techniques, and the continuous need that demands the more 


dynamic approaches to capitalization. 
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techniques in use, with a view to evaluating them compara- 
tively to determine which would be most appropriate for 
general use as a standard capitalization technique. One 
element common to all capitalization techniques is the idea 
that the future rental payments of the lease, or at least 
some portion oí them, are discounted to their present value 
femceternine the extent of the liability. The asset, 
Mis idtical in value to this liability: The 
elements that vary are the discount rate, the method of 
amortizing the asset to offset the liability, and the number 
of future payments considered. The first techniques that 
will be examined.are those that are considered more dynamic 
in nature and are more commonly used by the firm itself in 
analyzing its own financial condition. The second techniques 
are those that are more static and less rigorous. Also 
considered will be methods which are not actually capitaliza- 
tion techniques, but means of evaluating the effect of leasing, 


and more correctly classified as rules of thumb. 


Mesers approach 
In Accounting Research Study No. 4, Myers concluded 


that long-term, noncancellable leases should be capitalized, 
and recommended a method to accomplish capitalization. His 
method calls for establishing lease liability by discounting 
LONA ts present value all future lease paymenus. ine Crecouny 


rate used is the interest rate implied in the lease. The 
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first determination that must be made is whether or not the 
terms of the lease include payment by the lessor for services 
or such expenses as taxes and insurance. Services would 
include any operating or maintenance services provided by the 
lessor. These types of expenses are normally recognized as 
they accrue, and, regardless of whether they are contracted, 
performed in-house, or purchased through application of a 
portion of the lease payment, the accounting treatment would 
be the same.” Therefore, from the lease payment must be 
deducted an amount equivalent to the value of the services 
and expenses provided by the lessor. By making this deduction, 
this part of the lease, executory in nature, will not be 
capitalized and shown as a liability. The portion of the 
lease payment that is capitalized is only that which represents 
hoe right to use the property being leased. Table 7 is an 
example demonstrating the above. The net lease payment is 
the figure used in the capitalization of the lease. It has 
been derived by deducting from the gross lease payment the 
equivalem@rncosG Of alileserevices amd vermcdoce po ramoy uae 
lessor. 

The decision as to which leases or what portion of 
a lease should be capitalized depends on the extent to which 
Es eontraet or ITS Services May Cec meme ciate oie eee sede cudnt 
to use the property, to the extent that 1t tea agonceneeliapre 


AO, represents Services periomumed Completely D ae a e 


Imyers, Reporting of Leases, p. 38. 
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MALA 
METHOD OF DETERMINING THE PORTION OF 
RENTAL PAYMENT TO BE CAPITALIZED 
The basic terms of the lease are payment of $4,000 
per year for twenty years on a noncancellable basis. The 
value of the property at the end of the lease is estimated 
to be nil. Lessor pays taxes, insurance, maintenance, and 


operating expenses. 


Gross lease payment $ 4,000 


Bstimated cost of 
Pe Ora provided Service S: 


Taxes $ 200 
Insurance OO 
Maintenance l 400 
Operation 200 
Total 800 
Net lease payment 0.09 
Original cost of property $40,000 


Present value of propert 


Present value factor =scrtion of annual payment capitalized 


$40,000 


zn = 12.5 


From the present value tables, this represents an 


implied interest rate of > per cent. 
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at the beginning of the contract. This right and its associ- 
ated liability in the form of future lease payments are what 
should be capitalized. Any services to be performed later in 
the contract, such as paying taxes or providing maintenance 
or operating services, represent unperformed services, and 
that portion of the lease representing payment for them should 
not be capitalized. The basic notion is, as discussed 
earlier,” that services which have been performed (granting 
the right to use property for some specified time) and the 
associated future liability incurred (the making of lease 
payments for a certain future number of years) should be 
capitalized on the balance sheet.” 

Once the. amount of the lease payment to be capital- 
ized has been determined, $4,200 per year in Table 7, an 
appropriate discount or interest Tate must be chosen. This 
rate may be known through the negotiation process. If not, 
but the cost of the asset is known, this implied rate may be 
computed as shown in Table 7, resulting here in an interest 
rate of 5 per cent. Myers suggests that if the rate is not 
known and the cost of the property cannot be closely 
estimated, an appropriate factor can be selected from: 

(a) the prime rate adjusted for the company's 

credit worthiness, 
(b) the rate the company is paying for loans 


recently negotiated, plus % to 1 percentage point 
because of the lease, or 


‘supra, DOS 
“Myers, Reporting oiri 2ce e 
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(c) the price on the bond market of similar credit 

(again raised a point or less because the asian 

is a lease rather than conventional debt).! 
In selecting a rate in this manner, there undoubtedly will be 
some difference between it and the actual rate used in the 
lease; however, the error should be small. Table 5 demon- 
strates the magnitude of the "error" for various assumed rates 
where the true rate is 5% per cent. In this example, the cost 
of the item is $1,000,000. The present value of the lease 
payment is calculated at various rates, and the difference 
between the present value figure and $1,000,000 is the error 
caused by using tan incorrect interes. mate. -It can be seen 
that where the inaccuracy in interest rate is small, so, too, 
is the error in present value. As the magnitude of difference 
in rates increases, or as the life of the lease increases, 
the error in the present value becomes greater.” 

In the above case, it was assumed that the asset was 
teased for its entire userul Mirek amare present value ro 
che lease at bhe outset was equal co tieycosy of the assert: 
if the lease covered less than useful life, then the present 
value of the lease would be somewhat less than the cost of 
the asset. It would be equivalent to the cost of the asset 


less its present value at the end of the lease. Still, the 


Same procedures would apply in the capitalization calculation.” 
ee: 
Ibid., p. 46. 
“Ibid. 


Ibid., p. 37. 
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Once the present value of the lease has been deter- 
mined, this amount is entered on the balance sheet as the 
initial value of both the asset and the liability. From this 
point on, the accounting treatment for a lease parallels that 
for one asset purchased with borrowed funds. In both cases, 
the asset value is equal to (or closely approximates) the 
wesc Of the asset. The liability ts eke principal amount of 
the loan to be repaid. The interest on the loan is shown 
only as an expense as it accrues. For the loan, presumably 
a schedule of payments has been established, part of which 
represents the interest expense for the period calculated on 
the unpaid loan balance, and the rest of the payment is the 
amount by which the liability is reduced. The lease is 
Similar. Part of the lease payment represents interest paid 
to the lessor, and the remainder represents repayment of the 
Peineipal, which is the reduction o eie Hape ea 
demonstrates a numerical example of these two situations. 

In each case, the amount by which the liability is reduced 
in the current year is shown under current liabilities, and 
the balance of the liability under long-term liabilities. 

In each case, a single payment is made each year. In the 
financial statement this payment is divided between expenses 
(interest, taxes, and maintenance) and the reduction of the 
liability. This demonstrates the similarity between finan- 
cial statement presentations for loan and lease financing 


of an asset when the lease is capitalized. 
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TABLE 9 


FINANCIAL STATEMENT TREATMENT OF A LOAN 
AND A CAPITALIZED LEASE 


Asset purchased with borrowed funds: 


Balance Sheet 


Fixed assets: Current liabilities: 
Equipment $40 ,000 Loan $ 1,340 
Depreciation 2,000 N 
Net $35,000 Long-term liabilities: 


Loan (4%, 20 yrs) $38 ,660 


Income Statement 


Depreciation $ 2,000 
Interest 1,600 


Loan payment is $2,940. In the first year, interest is $1,600, 
principal repaid is $1,340. 


Asset leased for 20 years at 5 per cent implied interest: 


Balance Sheet 


Fixed assets: Current lıaebılıtıes: 
Equipment (leased) #40 ‚000 Loan $ 1,200 
Amortization ees Long-term liabilities: 
Net $38,000 Lease $38 ,800 


Income Statement 


Amortization $ 2,000 
Expenses 800 
Interest 22000 


Lease payment is $4,000. Expenses for taxes, maintenance, etc. 
are $800. In the first year, interest at the implied rate of 
5 per cent is $2,000. Repayment of principal to the lessor is 
$1,200. 
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The asset created through the lease is treated like 
any other depreciable asset. Its useful life is determined, 
presumed to be twenty years in this case, and either a 
straight-line or accelerated amortization rate is chosen; or, 
if appropriate, a rate based on utilization can be employed. 
The main point is that the amortization of the asset proceeds 
independently of the rate of amortization of the liability. 
The only times when the two are equal is at the outset and 
at the end of the lease when each has been reduced to zero. 
This procedure again equates to the procedure for an asset 
purchased with borrowed funds. 

The rate at which a loan is retired has no bearing 
on the rate of asset depreciation.” in fact, more fre- 
early, the life of the Mean movie edi tenen From 
the life of the asset. However, for conformity, the two 
lives are shown to be equal. Using a straight-line depreci- 
ation/amortization scheđule, in each case the asset would bpe 
reduced annually by $2,000. This sum would appear on the 
income statement as an expense of the period. Thus, total 
expenses for interest and depreciation/amortization would be 
$4,600 for the owned asset and $4,000 for the leased asset. 
Neither of these amounts, of course, agrees with the respec- 
tive payments of $2,940 and $3,200 ($4,000 minus $800 for 
other expenses). If the asset were amortized so that the 


asset and liability were equal in every year, the depreciation 


lTpid., pp. 48-49. 
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or amortization would be of the annuity type, or "deceler- 
ated depreciation," which would be completely inconsistent 
Dach normal depreciation methods, vrcllacine Ghe consis vency 
concept of accounting.” 

As shown in Chapter mr, © if the lease is noe 
capitalized, the entire lease payment 1S Shown aS an expense, 
Charged to cost of sales, selling expenses, Or elsewhere as 
appropriate. In this case, the interest expense is included 
in the total lease payment, which results in a greater charge 
to overhead and less profit before interest deductions. if 
lease payments are level, the net income is less in the early 
years and greater in the later years under the capitalized 
lease than under. the noncapitalized lease. If the lease 
payment schedule calls for higher payments 1n the early years 
with reduced payments in later years, the situation is 
reversed; under the noncapitalized lease the net income is 
less in the early years and greater in the later years. 
Table 10 shows a more detailed income statement of the case 
demonstrated in Table 9, wherein level lease payments cause 
a lower net income in the early years when the lease is 
capitalized. 

The subject of net income leads to the important area 
of tax considerations. More explicit discussion of this 
subject is undertaken at the end of this chapter, but suffice 


it to say at this point that, under a lease, the entire 


“Tee, ps 50. “Supra, Tables 1-4, pp. 40-43. 
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rental payment is tax deductible. Therefore, if leases are 
capitalized for the firm's business records, but tax returns 
are filed on the basis of the rental schedule, it is neces- 
sary to show an entry on the business records to account for 
the difference in tax liability between the two accounting 
systems. At this point, it is also evident that a rental 
schedule calling for uneven payments, the early payments 
being large and the later ones being small, is, in effect, 

a method of deferring taxes, because of the smaller taxable 
income occurring in the early years as a result of higher 
tax-deductible rental payments. 

An example of this method, taken from an article by 
Nelson,” is shown as Table 11. In this case, the initial 
asset and liability figure is established at $5,600,000--the 
cost of the asset. The lease payments are $420,000 per year 
for the first twenty years on a noncancellable basis. Renewal 
options are available at rentals of $196,000 per year for the 
next five years, $168,000 per year for another five years, 
and $112,000 per year for two additional five-year periods. 
This represents the full depreciable life of forty years. 
Straight-line depreciation is used, resulting in a $140,000 
per year charge to depreciation. In each year, the interest 
charge, based on 5.61 per cent interest on the amount of 
outstanding liability, plus the reduction of the lease 


liability, is equal to the rental payment. Column 7 shows 


Nelson, "Effect on Ratios," p. 31. 
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TABLE 11 
ACCOUNTING DATA FOR A CAPITALIZED LEASE 
Deduct Remaining 
from Balance Interest 
Yr.  Deprec. Interest ase in lease Rent Plus 
Liability Liability Deprec. 
(1) (2) E (4) C5) (6) (7) 
O $5,600 ,000 
1 $140,000 $314,142 $105,858 5,494,142 $420,000 $454,142 
2 140,000 308 ,204 111,796 5,382,346 420 ,000 L48 , 204 
3 140 ‚000 301,932 118 ,068 5,264 ,278 420 ,000 441,932 
4 140,000 295 , 309 TA COl 5.139,53% 1420 ,000 135,309 
5 140 ,000 288 , 314 131,686 5,007,901 420 ,000 128,314 
6 140,000 280 ,927 139,073 4 868 , 828 120 ,000 420,927 
7 140,000 Eonia 146,875 4,721,953 420 ,000 413,125 
8 140,000 264 ,886 155 a0 4,566,839 420,000 404,886 
9 140 ,000 256,105 163,815 4,403,024 120,000 396,185 
10 140,000 246,995 173,005 4,230,019 420,000 386,995 
11l 140 ‚000 237,290 192.710 L O47 , 309 1-20 ,000 377,290 
ee 140 ‚000 227,041 192,959 3,854,350 120,000 167,041 
13 140,000 216,217 203,783 3,650,567 420,000 356,217 
14 140,000 204,785 275 2215 3,435,352 120,000 344,785 
15 140 ‚000 192,712 227,288 3,208,064 120,000 252.72 
16 140,000 179,962 240 ,038 2,968,026 120,000 319,962 
17 140,000 166,497 253,503 ze 420 ,000 306,497 
18 140,000 152,276 267,724 2,446,799 420,000 292,276 
19 140,000 Ber 257 282,743 2,164,056 120,000 277 3250 
20 140 ‚000 121 , 397 298,603 1,865,453 120,000 261 , 397 
21 140,000 104,646 91,354 1772727099 196 ‚000 244,646 
22 140,000 99,521 96,479 TONO 20 196,000 239,521 
23 140 ‚000 94 ,109 101,891 le 196 ‚000 234,109 
24 140 ,000 08,393 107,607 1,468,122 196 ‚000 228,393 
25 140 ‚000 02,952 113,643 1,354,479 196 ‚000 222,557 
26 140,000 75,982 92,038 ass 168 ‚000 215,982 
27 140,000 70,819 97,181 1, 1051260 168 ‚000 210,819 
28 140,000 65,367 102,633 1.062.027 168 ‚000 205 , 367 
29 140,000 59,610 108,390 954,237 168 ‚000 199,530 
30 140,000 53,530 114,470 839,767 168,000 193,530 
31 140 ‚000 4? 108 64 ,892 FM GS: 112,000 187,208 
32 140,000 43,468 68,532 706,343 112,000 183,468 
33 140 ‚000 39,624 12,578 633,967 12000 179,624 
34 140,000 Bee Be Da wa, TL2 00T a 
35 140 ‚000 31,276 80,724 176,806 112,000 ao 
36 140,000 26,747 05,253 DAI 11.5099 166,747 
37 140 ‚000 21,965 90,035 301,518 112,000 161,965 
38 140,000 SÓ 95,006 206,432 1124000 156,914 
39 140,000 21705508 100 ,420 10.012 1124000 151,580 
LO 140,000 5,947 106,053 ah 112,000 145,947 
Source: A. Thomas Nelson, 'Capitalized Leases--The Effect on Financial 


Ratios," Journal of Accountancy, CXVI (July, 1963), 51. 
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the sum of the interest and depreciation charges each year. 
This combined charge is shown for the purpose of comparison 
with the rental charge each year. By this comparison, it 

can be seen that the deductions on the income statement under 
capitalization are greater in the first six years than if 
only the rental payments were deducted to EL nen 
income. The opposite trend occurs through the twentieth year. 
In the twenty-first year, the rental is reduced substantially, 
and from that point on, again the depreciation plus interest 
Se eer ereater than the Penal Me O MAS 
analysis, it is clearly evident that the decision whether or 
not to capitalize a lease has a substantial effect on reported 
net income and, concomitantly, on the timing of the tax 


liability. 


The Shillinglaw approach 


Gordon Shillinglaw has proposed a lease capitaliza- 
tion technique which is similar to Myers' approach. The 
initial value of the asset and liability is determined in 
the same manner, as is the amortization of the liability. 

im establishing the initial asset valve. snillinglaw proposes 
that the purchase price, or cost, of the asset be reduced by 
the present value of the right of ownership, or residual 
value, of the property at the end of the lease. Thus, where 
there is a residual value of the property, the rights to this 


value represent the only rights that the lessee does not 
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acquire, but that the owner of the property does acquire. t 
Therefore, to equate leasing with owning, this difference is 
recognized by reducing the purchase cost of the asset by the 
present value of the rights of ownership not obtained through 
ae e e the riehts vo ue residual value. Ti ine 
estimate of residual value is accurate, then, presumably, 

the lessee can purchase these terminal rights of ownership 
for this amount at the end of the lease. If he does so, his 
situation is identical to that of the individual who purchases 
the property at the outset rather than leasing it; and both, 
eventually, will have paid the same purchase price. The 

only difference would be that the lessee probably paid a 
higher interest rate by financing through a lease than did 
the owner who financed his purchase through his normal source 
of capital. 

The point of difference between Myers' approach and 
Shillinglaw's is the method used to amortize the asset 
representing the rights obtained by the lease. shillinglaw 
argues against uSing a straight-line or accelerated method, 
Showing preference for amortizing the asset by the same 
method that the liability is amortized. He supports this 
position by stating that what is being amortized "is not the 
market value of a bundle of ownership rights but instead the 


approximate cost of user rights. .. . The cost of the rights 


Gordon Shillinsglaw, "Leasing and Financial State- 
ments," Accounting Review, XXXIII (October, 1958), 584. 
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is represented at any point in time by the capitalized value 


l He 


of the payments that must be made to secure them." 
further supports his position by stating that the value of 
the rights to the lessee is greater than their cost; thus, 
cost and not value is what must be amortized.“ This writer 
agrees that the value of any asset to the owner or user must 
be greater than its cost. If it is not, then there is no 
logical reason for having obtained the asset in the first 
place. However, to continue Shillinglaw's thought, it would 
appear to apply to all assets regardless of whether they are 
leased or not, and any utilization of normal depreciation 
methods would be meaningless. Depreciation rates would 
always be tied to the rate of expiration of the liability 
incurred to obtain the asset. Throughout accounting, cost 

is used as the measure of value in accordance with the cost 
concept.” Paul Grady, in Accounting Research Study No. 7, 
states that depreciation is the means "to distribute the cost 
or other basic value of tangible capital assets . . . Over 
the estimated useful life of the unit. .. . It is a process 


O aio: aio not Or valuation."* He also states that leases 


lipid., pp. 586-87. 
a. 


? anthony, Management econ. poe). 


‘Paul .Grady, INSUR Genera NAC Se DUE Ae COL 


ing Principles for Business Enterprises, Accounting Research 
Study No. 7 (New York: American Institute of Certified Public 


Aceountants, 1965), p. 126. 
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are intangible assets, the cost of which "should be amortized 
by systematic charges in the income statement over the period 
benefitted, as in the case of other assets having a limited 
D riod of usefulness." None of the foregoing would indicate 
that the expiration of value of an asset should have any 
relation to the method used to finance it, but that it should 
relate to some rational distribution over the life of the 
asset. The asset life of a lease and the life of the 
liability are necessarily the same. The life of an asset 
purchased through a loan and the life of the liability are 
üsually different. It does not appear that, solely because 
the two lives are identical in length, the method of allocat- 
ing the cost of the asset should materially change. 
Shillinglaw offers a final reason supporting the 
Mia a E aS Set andare Taol oy Dy ehe Same mie CHOS 
HNOS Ss ADS leve Utd CepOrGcdmmMec. imeome hou ane 
altered because a lease is capitalized. His contention is 
that the total charge to income should always be equal to 
the lease payment regardless of how lease accounting is 
Ban a a crake 0 2chesennulty or cons amo anole 
method 07 amortizing the asset and the liability, he ofiers 
a straight-line amortization method wherein the amortization 
End To Be su exp ense CACM remo lmecOMSGanG Arola o 
Lake, ei las) Leslee ES Me Lo dE SUS. 10 ata lle 


interest rate, one that is lower than the true interest rate 


ae. p. 262. 
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in the early years and higher in the later years. He rejects 
this alternative on the basis that it is not consistent with 
the manner in which the asset and liability are derived 


initially, namely, by using the constant yield method. 


The Vancil-Anthony study 


Thus far, two approaches to capitalization have been 
presented. These methods are more closely associated with 
tiem lessee himseli ts becduse lo use chemsreqguires knowledge on 
Bez conplevertvermeror che Lease.) This intormabion 1S noc 
úsually available in toto in footnote reporting of leases, 
as evidenced by the frustrations Nelson experienced in his 
attempt to capitalize leases from information reported in 
footnotes. The second stage of the Vancil-Anthony survey, 
discussed in Chapter IV, was an attempt to learn how analysts 
capitalize lease commitments in studying the financial condi- 
tion of firms. The results of their survey represent a second 
grouping of methods of lease capitalization--methods utilized 
by those appraising not their own, but someone else's 
financial statements. 

The question asked by the survey was to evaluate the 
impact of a leasing situation described in a case example. 
The basic details were that the lease was for twelve years, 


was noncancellable, and had an annual cost of $4,000,000. 


Ishillinglaw, "Leasing and Financial Statements," 


er DO. 
“Nelson, "Effect on Ratios," pp. 51-52. 
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Vancil and Anthony established that the equivalent debt should 
be in the range of $25 million to $28 million. These figures 
were derived from discounting the twelve years of payments at 
Poul 6 per cent and 5 per cent LO OpGvain une present value 

of the lease. The outside limits of the range represent the 
two different percentage factors used. This discounting 
method was judged by Vancil and Anthony as the most appropri- 
ate means by which to equate the lease to debt for inclusion 
in the financial analysis. Also, it is evident that they 
believed regarding the lease as a debt equivalent was the 
Mos” appropriate analytic uredumens of the lease. 

The results of the survey showed some greatly diver- 
gent responses. Using the $25-$28 million range as a bench- 
mark, of the 41 respondents, 11 were within this range, 

14 considered the equivalent amount of debt greater than 
$28 million, and 16 considered it less than $25 AS 
Half of the respondents were insurance companies and half 
were commercial banks. Of the 16 respondents reporting a 
liability of less than $25 million, 10 reported that they 
didon Capitalize Vedses or Conmotder ehemedeol equivalen 
The others regarded only a portion of the future rentalsvas 
the equivalent debt. One method considered only the total 
Cems dueeror Gle Na Five yes weono.heraeenskoenee 
one-half of the future rentals due; others used some fixed 


‘Vancil and Anthony, "Financial Community," 
pp. 116-19. 


“Tbid., p. 120. 
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multiplier times the annual rental charge.” ine bas2s or 
these multipliers apparently was the manner of defining 
"capitalizing." Gant refers to sophisticated approaches to 
lease evaluation as capitalizing the annual lease rental pay- 
ment at an arbitrary rate from 6 per cent to 8 per cent. He 
defines capitalizing at 6 per cent as meaning the annual 
rental representing 6 per cent of the "unamortized investment 
in leased property." Thus, if 6 per cent were the assumed 
mabe, the debe equivalent weulld bemlio.7ecl/.,06) times the 
annual rental. An & per cent rate would give a multiplier 
of 12.5 (1/.08), and a 5 per cent rate would give a multiplier 
of 20 (1/.05). He admits that these rates do tend to over- 
See Coewumue lease liability by implying a much longer 
remaining life of the lease than actually exists. Por example; 
if the lease would return 5 per cent to the lessor, the use 
of 16.7 as the multiplier (6 per cent capitalization rate) 
would indicate thirty-six years remaining life of the lease.” 
Some of the replies to the survey used the 6 per cent 
capitalization rate under Gant's definition, and some used it 
to mean discounting the future payments at a 6 per cent dis- 
count rate. The results of these two definitions of capital- 
izing at a 6 per cent rate" are substantially different. The 
first definition results an a iaapmlitymgon $50 7million 


(16.7 times $4 million), and the second a liability of 


iThid., pp. 119-20. 
“Gant, SSilustoge p>. scr 
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$25.2 million ($3 million times 8.384, the present value 
factor of an annual sum for twelve years at 6 per cent). 

Of those analysts reporting a liability greater than 
$28 million, most used multipliers of 10, 16 2/3, or 20, 
which would represent "capitalization rates" of 10 per cent, 

6 per cent, and 5 per cent, respectively; and two used merely 
the product of the annual rental and the number of years 
remaining in the lease. 

The only analysts using some consideration of the time 
value of money were those in the benchmark range. All used 
discount rates within the > per cent to 6 per cent range. 

All other methods avoided consideration of the time value of 
money, certainly.a tragic flaw according to the theory of 
Joel Dean, a foremost authority in the field of finance.” 

As another measure of the effect of leasing in finan- 
cial analysis, the respondents to the survey were asked to 
state the amount which they would add to interest for 
computing fixed charge coverage. In this area, 31 of the 41 
respondents would add the full $3 million annual rental charge. 
The others would add either a fraction, such as one-third or 
one-half of the annual charge, or nothing.“ The survey points 
out that among those queried there is a much greater consis- 


tency in the evaluation of leases in terms of fixed charges 


‘Joel Dean, HWeasuring thet Proguctavi ty OLeCapingaie. 
Hoamvand Business Review, January-February, 1954, p. 130. 


enoi and Anthony, "Financial Community," p. 120. 
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than in terms of the amount of equivalent debt represented 
py a lease. 

The conclusion is that not only do the methods used 
by analysts to capitalize leases vary, but that the varied 
results, in terms of equivalent debt added to balance sheets 
can have a significant impact on the granting of additional 
credit to a company. The fact that in examining the same 
firm one analyst will regard a lease as adding no liability, 
and another analyst will consider it an additional liability 
in excess of $50 million, certainly points to the desirability 
of having a consistent approach to measuring the effect of 
long-term leasing agreements. As Gant points out, it is 
questionable whether or not those firms using leases as a 
means of financing realize the impact on additional granting 
of credit that such leasing can hold, or that it can present 
a much more severe, and thus costly, outlook than if the 
assets were owned.” if nothing else, capitalizing leases 
under a standard method would eliminate any unfair or incon- 
sistent comparison of one firm with another, as each seeks 


capital at the most favorable rates of interest. 


Conclusion 
It is this writer's opinion that the approach to 
capitalization of leases presented by Myers is the superior 


method for equating leasing to debt, because (1) it recognizes 


leant, "Illusion," p. 139. 
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the time value of money, and (2) it depreciates the asset 
in relation to the expiration of its service life inde- 
pendentiy o the time Sequence cr Tie paymenus Tor avs 
financing. This procedure is also@iully in accord with the 
de eu pelon in Opinion No. OO lease is Go be 
capealazed.  OpamitoneNo. > Stawes: 

The property and the obligation should be stated 
in the balance sheet at an appropriate discounted 
amount of future payments under the lease agreement. 
nn Seller me cHodzof amemıız ner sche amount O41 tne 
asset to income should be appropriate to the nature 
and use of the asset and should be chosen without 


reremence LONE” Denia ci tc eco La ved 
obligation is discharged. 


The Effect of Leasing on Income Taxes 


Two primary tax advantages are claimed for leasing 
over owning, and both are based on the tax ruling that 
rental pom- nts are operating Terpen o o andare Une te fore Lax 
deductible. The first claimed advantage is that a tax 
Saving is effected, because leases can be written to require 
high payments in the early years with smaller payments in 
later years, which results in a faster writer-off than can 
be made under depreciation of an owned asset. Also, many 
leases have a basic term which is shorter than the depreci- 
able life œf the asset allowed under tax regulations. 

Again, the effect is an earlier write-off of the value of 
the asset for tax purposes. The Second claimed advantage 


ISA ne le asedio property imita e oc. Land. Wit vite os 


“Opinion No. 5, para. 15. 
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the rental payments as a tax deduction has the effect oí 
allowing land to be depreciated for tax purposes, a situ- 
ation not allowable under ownership.* 
The first advantage was based primarily on comparing 
a lease with an owned asset depreciated under the straight- 
line method. The advent, in 1954, of accelerated depreciation 
methods being allowed for income tax purposes, as well as the 
1962 changes allowing shorter depreciable lives for various 
assets, has greatly negated the tax advantage of leasing 
over owning .* There iS no actual tax Savings; there is only 
a shift in the timing of tax payments which results from 
writing off the asset earlier. If a quicker write-off could 
be effected, a benefit would derive from the time value of 
money, because tax payments would be deferred to a later year. 
The writing-off of land values is not necessarily 
advantageous. True, the investment in leased land is partially 
recovercd Oy claiming a tax Geductlon ee ote ne POESIA 
om a landi teel ft  bDeCOMeo, Tew PHO peri Moe Les Sor ao Che 
end of the lease. 650, although the lessee, through tax bene- 
fits, does not pay for the full value of the land, he has use 
of it only during the period of the lease and loses all rights 
to it at the end of the lease. If the lessee had any residual 
rights of ownership or couldpurchase tche property Ior IesS5 


than the market value at the end of the lease, the Internal 


cant, "Illusion," pp. 126-27. 


“James H. McLean, "Economic and Accounting Aspects 
of Lease Financing," Financial Executive, XXXI (December, 
IS DS. AAA os) is oo 
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Revenue Service (IRS) would not regard the transaction as 
a lease, but as a purchase, thus eliminating the ability 
to deduct the cost of the land for tax purposes.” 

Vancil points out that the lessor who owns the 
property must depreciate it according to the life criteria 
Stated in the IRS depreciation guidelines. From a tax stand- 
point, if the lessor offers a rental schedule favorable to 
the lessee, he will create a more disadvantageous tax situ- 
ation for himself, because he will receive more income 
earlier and pay more tax sooner.  Vancil suggests that cer- 
tainly the lessor will include in the rental schedule 
compensation for the tax burden he assumes by allowing the 
lessee to gain a. tax advantase = The result would be one 
more cost factor to be added to the true cost of leasing. 

If there are tax advantages to leasing over owning, 
the lessee must be most careful to insure that the IRS will 
consider the agreement a lease and not a purchase. Although 
each lease agreement is judged by the IRS on its own merits, 
the following have been proposed as general guidelines: 

1. Be sure that no portion of the lease rentals 

are specifically applicable to an equity to be acquired 
by the lessee. 

2. Have no provision in the contract that the 

lessee is to obtain title upon payment of a stated 
amount of rentals. 


4. Provide for rental payments over the entire 
period of the lease: an particular, doOsneGapromdey rer 


libid., p. 19. 


Richard F. Vancil, "Lease or Borrow: New Method of 
Analysis," Harvard Business Review, September-October, 1961, 
PZA l 
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hish rental payments during the first years of the lease 
and only nominal payments in later years. 

4. Do not provide rental payments in excess of the 
rayeseeabal value Of Gmc pmoper iy. 

5. Providefor a fair andirealistic option price 
1f the contract includes an opbion to purchase. A price 
based on the appraised value of the property, to be 
determined at the time the option may be exercised, 
cannot be questioned. 

6. Do not designate any part of the periodic pay- 
TEn Le Desa 


The following guidance for the lessee has been pro- 
posed by a tax specialist to insure that IRS will not regard 
his lease as a purchase: 


1. If possible, a lease with an option to purchase 
Should be avoided. 

2. If a lease with an option to purchase cannot be 
avoided, the rentals should be fair. 

9... No portion ot the renuerehouldebe applicdvagains: 
che DPiteeMace price Ol  Unewprops muy. 

+. The option price should be the actual value of 
the property at the (end Ot miente ise: 

5. The lessee and the lessor should treat the trans- 
action ton their books ace a lease trimsaciioa: than a, 
the lessee should claim a deduction for rent paid, and 
the lessor should pick up the income as rent and claim 
depreciation on the property. 


In a survey conducted by George Marrah in 1968, he 
found that most of the sixty manufacturers participating 
acknowledged that leasing offered no tax advantage or, 
usually, no tax-shield advantage over owning.” Vanc iik min 


his Harvard Business Review article on how to negotiate a 


McLean, "Economic Aspects, mp. 19. 


“Roy Soll, "Tax and Business Considerations in Leas- 
ing Property,” Taxes, March, 196%, p. 164. 


George L. Marrah, "To Lease or Not to Lease?" Finan- 
cial Executive, XXXVI (October, 1968), 100. 
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lease, has cautioned that the lessee must be careful to insure 
Coan a enS are GOMecdimled Atado llena Leda SoraS nort 
E m ua a disadvantage Over sowie. ne teta ce le rated 


depreciation could be used for tax purposes. 


Summary 


The tax considerations of leasing are of primary 
importance. The way in which a lease is written must be 
carefully reviewed to assure, from a tax standpoint, that it 
is at least as advantageous as owning. Because of acceler- 
ated depreciation methods for taxation, being able to deduct 
the full lease payment no longer insures a tax advantage over 
owning. The lessee must assure that the terms of the lease 
will cause the IRS to judge it as suüch, in order that any 


tax benefit may be realized. 


richard F. Vancil, "Lease or Borrow: Steps in 
Negotiation," Harvard Business Review, November-December, 
Sel. Dp... lee. 





CHAPTER VI 


SUMMARY AND CONCLUSIONS 


Summary 


This study is presented as a compilation of informa- 
tion surrounding the question whether there is a need for 
the Accounting Principles Board (APB) to provide additional 
clarification and guidance in its published rules regarding 
lease accounting. Two aspects of lease accounting are 
AO CS a Ue Ss TIO ER ne O e a e a ea e Oa 
requirements and. what Information needs zeozpe disclosed. and 
chezorberzceenecerns ne metanol rodas llo ODE AS ca 

The current rules governing the reporting require- 
ments of the lessee. arc conbaimedt in TO Opinion No: DOn e 
research reported in Chapter III, it is obvious that the dis- 
closure requirements are not as stringent or as specific as 
they need to be. Disclosure should allow the analyst to 
capitalize the leases reported if he so desires; yet, 
reporting Ol all relevant 1inlormarloner rev now equis cue 
The result is that those analysts who regard a lease as a 
debt are not able to treat it accurately as such without 
additional information. The effect, from the standpoint of 
the lessee, may be, unhappily, conservative treatment by an 
analyst, which would reflect the lease as more debt than it 
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Ace. lo suen aminouances sumer aculonwe: the analyst 
would be reflected by a less favorable endorsement of the 
firm than it deserves. The cost to the firm could be a higher 
interest rate on the loan it is about to secure. 
ThereqiestOm oi hedi osure method Co bemused 
strikes directly at the question of capitalization, But 
e a aor not capitalization scious une emeLNOd sea for 
reporting all noncancellable leases, the more pressing problem 
is the interpretation of Opinion No. 5 as currently written. 
Hawkins Summarizes the situation as follows: 
pome lessees are accounvingw@ror similar transactions 
E Sa Le SEE o O SO 
1) the inability or unwillingness of some managements 
and their public accountants to use judgement in imple- 
mentine the over-all objecti eee eoo on Now > Tamme: 
purpose payment" situations, such as installment sales 
đisguiseđ as leases; . . . (2) the misreading of certain 
illustrative examples given Ime pinion No. 5 as n 
conditions requiring lease capitalization; 4) confusion 
as to how many of these illustrative conditions must be 
present to require capitalization; and, 4) the inventive- 
mess Of certain lawyers... busine Somen, and accountants Im 
designing lease transactions that violate the spirit of 
Opinion No- 2; but are sgo artiully gravo Up chat tHe 
agreements circumvent the rules for capitalization set 
o coa ae Opino 
Thus, the basic research question, "Should the present 
Miles Of M@ewArs pe altered torp demore Spe a 
stringent guidance in accounting for leases?" can only be 
answered in the affirmative. The rules need to be more 
Specific in defining the types. of leases which should. be 


capitalized, and more stringent in the disclosure require- 


ments. If one accepts Myers' philosophy of what constitutes 


lĦawkins, "Objectives, Not Rules," p. 31. 
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creation of an asset, then these rules must also be more 
stringent as to which leases should be capitalized.. 
Tnwevaluaeıne an rnrormlose chen saner cr Ger razsenply: 
Dosressorswas 00: lescee wende r2 pen LoneNorR For ei ssue 
Mas mode e löped assazeorvrereressmbecausesche proplens zer 
lessors' accounting have received very little attention, 
compared to that paid lessees. The basic issue is one of 
SylmeLeEy o” Cervalily er east anorrbotchrillesseer and 
lessor to treat the same leased asset as an owned asset and 
depreciate it. Likewise, it is just as illogical for 
neither to consider himself the "owner." Yet, these incon- 
Sistencies Cam andedo Occhrgrerularıyründereche existing 
rules.” The solution lies in reviewing both opinions simul- 
taneously, so that they will provide complementary, not 
asymmetrical, guidance. When the lessor shows the asset as 
owned and depreciates 16, the lease should be of the operating 
type, and the lessee should not capitalize it. if the lessor 
uses the "finance" method, considering the asset "sold" and 
establishing a receivable in the amount of rentals due, the 
lessee shoulld be obligated to capitalize the Be This 
is not to be construed as an arbitrary choice of the lessor, 
but a choice based on the terms, and thus the intent, of the 
lease. Whether the creation of an asset turns on gaining 


material equity in the property leased, or on obtaining 


Istabler, "Accounting Rules May Be Tishtened," p. 34. 
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property rights, the end result should be the same: symmetri- 
cal lessee and lessor reporting of leases. As indicated in 
Chapter III, leases primarily involved in the controversy 
and the free" interpretation are the financial leases, those 
leases which are long-term and noncancellable. Leases which 
are for terms shorter than the life of the property and are 
subject to cancellation on short notice pose few accounting 
problems, because both lessor and lessee consider them what 
they really are--operating leases~-and inconsistencies do 
not arise. 

Capitalization of leases is the main consideration 
of this study. From the standpoint of accounting, there 
appears to be no question that financial leases should be 
capitalized. In fair and objective accounting, these leases 
can only be regarded as debt equivalents, because they contain 
the same characteristics. This fact can be succinctly 
demonstrated by comparing the rights of property use obtained 
by the lessee, and the liability incurred, with those of an 
owner of identical property financed through debt. No 
arguments against capitalization can withstand the strength 
of this single argument for capitalization when the purpose 
is objective accounting. Primarily, those arguments against 
capitalization are aimed at promoting leasing as a benefit 
to the lessee, without objective consideration of accounting 
concepts and principles. In the final analysis, capitaliza- 
tion presents the firm's financial position in a more factual 


Manner. 
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Arguments against lease capitalization cannot be 
permitted to stand. The same arguments could be made 
for not reporting any other kind of liability. The 
question is one of disclosure or partial concealment. 
Lease capitalization does not create liabilities where 
none have existed before; it merely adds them up and 
places them in a prominent place. And liabilities 
should be kept out in the open for inspection, not 
ignored or buried in footnotes. 

This writer concurs with Myers' criterion for determi- 
nation of asset creation, favoring the economic rather than 
the legal issues as the determining factors. In this belief, 
the tenets of Opinion No: gas eo a er a egui r ane 
than attainment of property rights, are rejected as invalid 
eriteria for lease accounting. Also favored by this writer, 
for the reasons stated in Chapter V, is Myers’ method for 
capitalization. . The primary reason for capitalization is 
that the lease is equivalent to debt. Only Myers' approach 
treats lease accounting as identical to debt; all other 
methods treat leases as somewhat different from debt. If 
the lease and debt are identical, then the treatment should 
Beta enticale 

The main implication derived from the tax aspects of 
leasing is that a lease can be written so as to provide a 
tax benefit. However, to gain this position, the lease will 
border on becoming a sale. As a result, consultation with 


a tax specialist 1S necessary to assure that the IRS will 


concur that the instrument does represent a lease and not 


I Shillinglaw, "Leasing and Financial Statements," 
Pp. 290. 
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a purchase. An unfavorable IRS decision could deprive the 
lessee of the very thing that made the lease economically 
Superior to a purchase--the tax benefit of more favorably 


cimed tax liabilities. 


Capitalization Ramifications 

In the event the two APB committees now in session do 
provide the impetus for requiring that all, or at least more, 
mmancial legses be capirralizcd miie eikit On American 
business concerns will be significant. Zises, in 1961, wrote 
in fear that lease capitalization, if required, would place 
in default a vast number of term debt indentures which con- 
tained restrictive covenants regarding additional term debt. 
He foresaw adverse repercussions falling to all manner of 
society, "shareholders, creditors and investors." His fears 
were not unfounded. As well as absolute limitations on 
further debt incurrence, maintenance of various minimum or 
maximum ratios also appear as covenants to debt instruments. 
As shown in Chapter III, capitalization of leases can signifi- 
cantly affect financial ratios, and the effect is a more 
adverse relationship. Yet, because the effect of an action 
is adverse does not constitute its being wrong. Again 
returning to bhe philosophy or atea: 

If these ratios are used in regulatory proceedings, 

the standard ratios might be altered to allow for the 


effects of lease capitalization. On the other hand, 
if the standard ratios have some definite meaning either 


Mises, «LOS SMS rn an 
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oleo nl, tien thermis even more reason [or 

lease capitalization in order to bring reported ratios 

more closely into accord with actual facts. We must 

return once more to the fact that a liability exists 

and financial statements that fail to disclose this 

liability are incomplete and may be misleading. 

If the ability to maintain leases in an ofí-balance- 

sheet manner iS a primary factor in a firm's choosing to 
lease rather than own, then surely the leasing industry itself 
would suffer if more leases were required to be capitalized. 
Yet, it must be reiterated that only long-term noncancellable 
leases are involved. All other leasing arrangements would 
be unaffected by financial lease capitalization, and it would 
not doom financial leasing to nonexistence. In 1971, Stabler 
alluded to businessmen's having the same fears of capitaliza- 
tion that Zises warned of a decade earlier. Yet, he indicated 
that the thinking of many accountants and analysts was on the 
positive side, foreseeing "more comprehensive, consistent 


reports than currently are available" as a result of forced 


capitalization.< 


Cone lus den 
It is the accounting profession that has the duty 
and responsibility to insure that generally accepted account- 
ing principles are formulated in a manner which causes the 
financial position of a firm to be reported fairly in its 
financial statements. Opinions of the APB are a vital 
‘Shillinglaw, "Leasing and Financial Statements," 


pee. 
“Stabler, "Accounting Rules May Be Tightened," p. 44. 
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Acne A ae os pie ple Stand ne cs Tno 
room for ambiguous reporting criteria which allow interpre- 
tation to be so broad as to permit the same item to be 
reported in opposite ways, depending solely on the desires 
D che Titi po LIM OOO E CO overrule 
substance. The need for revising Opinion NO. Na (Cigiugisieyel 


No. Y is unmistakably clear. 
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